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How Sections 1305, 1341, modify claim of 


right rules, particularly in oil disputes 


Ble ACCOUNTING for income and de- 
ductions during periods of litigation 
and dispute! is based on the claim of 
right doctrine as set forth in a myriad 
of cases and on the Code provisions 
(1305 and 1341) modifying those rules. 
Those are the sources to which we turn 
to answer the questions: 

1. To 
taxed: 

2. Who is entitled to the related de- 
ductions: When the dispute involves oil 


whom should the income be 


income this is a question of great im- 
portance; the include 
tangible drilling and development costs, 


deductions in- 
depletion, depreciation, operating ex- 
penses, etc. 

3. When and how should the income 
and deductions be reported? Since the 
statutory enactments were intended to 
alleviate hardships caused by judicial 
interpretations of the law, it is logical 
to turn to the case law first and then 
to consider the relief intended to be 


provided by statute. 


Claim of right doctrine 
of the law 


relating to the time and manner of tax- 


The foundation of most 
ing disputed income is the “claim of 
right” doctrine, which finds support in 
the facilitation of the administration of 
the tax law.2 In National City Bank of 
N. Y. v. Helvering? Judge Learned 
Hand stated, “It would be intolerable 
that the tax must be assessed against 
both the putative tort-feaser and the 
claimant; collection of the revenue can- 
not be delayed, nor should the Treasury 
be compelled to decide when a _ pos- 
sessor’s Claims are without legal warrant. 
If he holds with claim of right, he 
should be taxable as an owner, regard- 
less of any infirmity in his title; no 
other doctrine is practically possible. ... 
Although there was at least one earlier 


” 


by GODFREY WILLIAM WELSCH 


case* in which the claim of right theory 
was advanced, the landmark case is 
North American Consolidated Oil v. 
Burnet.5 The United States sued North 
American, which was operating on a 
section of Federal land. In 1916, a re- 
ceiver was appointed to hold the net 
income from the property. In 1917, a 
district court decided the suit in favor 
of the company and the receiver turned 
over the impounded funds. In 1920, the 
Circuit Court of Appeals affirmed the 
decree; in 1922, appeal to the Supreme 
Court was dismissed by stipulation. 
The question in the tax case was 
the year in which the company was tax- 
able on the earnings which were turned 
over to it by the receiver in 1917. The 
claimed that it was taxable 
in either 1916, the year the oil was pro- 
duced, or 1922, the year the controversy 
settled. The Government 
that the income 
able in 1917, the year that it was re- 


com pany 


was finally 


maintained was tax- 


ceived by the company—an EPT year. 
[n deciding for the Government, the 
Supreme Court said: “Jf a taxpayer re- 
ceives earnings under a claim of right 
and without restriction as to its dispo- 
sition, he has received income which he 
is required to return, even though it 
may still be claimed that he is not en- 
titled to retain the money, and even 
though he may still be adjudged liable 
to restore its equivalent. .. . If in 1922 


1 This article is a greatly shortened version of a 
paper presented at the 10th Annual Tulane Tax 
Institute and pubilshed in full in its proceedings. 
Permission for use of this adaptation has been 
granted by Bobbs-Merrill the publisher of the pro- 
ceedings. 

2 Mertens Law of Federal Income Taxation, Sec- 
tion 12.103. 

898 F.2d 93 (CA-2, 1938). 

* Board v. Commissioner (CA-6, 1931) 51 F.2d 73, 
cert. den. 248 U.S. 658. 

5 286 U.S. 417 (1932). 

®340 U.S. 590 (1951). The harsh result of this 
decision was one of the reasons for the enactment 





the Government had prevailed, and the 
company had been obliged to refund 
the profits received in 1917, it would 
have been entitled to a deduction from 
the profits of 1922, not from those of 
any earlier year. .’ (Emphasis sup- 
plied). 

: 





The last sentence quoted was not f 
necessary to the decision because the | 
Government did not prevail in 1922.) 
However, this dictum was subsequently | 
upheld in U. S. v. Lewis.6 { 

The claim of right doctrine applies ; 
only if the funds received qualify as in- | 
come.? Whether income has in fact been 
received under a claim of right pits) 
upon the particular facts of each case, | 
The courts have drawn distinctions | 
based upon the facts of a particular case | 
and thereby avoided the strict sanlice | 
tion of the doctrine;§ but, the doctrine | 
has been followed in cases too numerous | 
to cite here. 


Application to oil dispute 


Let us suppose that in 1950, Mr.) 
Farmer, erroneously believing he owns| 
the minerals under his farm, executes 
an oil and gas lease to Careless Oil Com- | 
pany, retaining a one-eighth royalty and | 
receiving a $5,000 lease bonus. In the 
same year the oil company drills al 
producing well. In 1951. Mr. Owner 
brings suit, claiming that he is the right-| 
ful owner of the minerals. A ected 
is appointed on December 31, 1951, to| 
receive the net runs for 1952 and subse- 
quent years. In 1953, the case is decided 
by the court. Assume first that the court 
upholds Mr. Farmer’s claim; what would | 
be the tax results? { 

Mr. Farmer, having received a lease | 
bonus and royalties in 1950 and 195], 
would have been taxable on this income 
as received, subject to depletion. No in- 
come or deductions would be reportable 
for 1952 because it was uncertain who } 
was entitled to the profits. The royalties 
for 1952 and 1953 would be includable | 
in Mr. Farmer’s income tax return in 
1953, when he received these funds 
under a claim of right. 


of Section 1341. See Report of the Committee on | 
Ways & Means, House of Representatives to ac- | 
company H.R. 8300, at page A294. 

7“Income Received Under Claim of Right as Af. | 
fected by Section 1341,’ Frank M. Cavanaugh, 
Prentice-Hall Oil and Gas Taxes, paragraph 4013. 
Also see articles cited therein at footnote 11. 

5 Op. cit. note 2, Sections 12.103 and 12.104. 

® This is the Treasury position, and it is supported 
by many decisions. However, some believe that } 
Lambert, et al v. Jefferson Lake Sulphur Co., 236 A 
F.2d 542 (CA-5, 1956), is authority for deducting 
lease bonus payments. Obviously, this subject is 7 
beyond the scope of this paper. i 


The 
capita 
duct | 
incur! 
come 
upon 
repor! 
these 
come 
in 19 
ceiver 

Mr. 
been 
pense 
thing 

Wh 
the cc 
Owne 

An 
effect 
partie 
1952. 
less O 
1951 i 
were ] 
fact tl 
testing 
ever r 
to 19 
portak 
1953, 
substa 
less O 
deduc! 
receiv 
1950 
allowe 
to.12 [ 
pany 
adjust 
lease. 

In ] 
of the 
1952, 
cisions 
at tha 


Intang 

The 
the ris 
deduct 
develo 


10 See tl 
come im 
of Fede: 
terms al 
of the p 
release 
course, « 
Nort 
286 U.S. 
(1951). 
12 Mauri 
8 “Oil I 
Dispute, 
Fourth . 


the 
und 
ould 
rom 
e of 


sup 


not | 
the 
G99 


-ntly 


plies 
s in 
been | 
ends 
case 
rions 
case | 
ylica 
trine | 


rous 


Mr. } 
OWNS 
cutes 
com- 

and 
the 
Is 


wnel 


ight: § 


eiver 
1, to} 
ubse 

cided 
court 


rould 


least 
195] 
come 
oO in 


table 


who } 


alties 
dable | 
‘n in 


Funds 


ported 


e that} 


'0., 236 

\ 
jucting } 
ject is 


[he Careless Oil Company would 
capitalize the lease bonus.® It ;would de- 
duct 1950 and 1951 expenses as paid or 
incurred and report 1950 and 1951 in- 
come as received or accrued, depending 
upon its method of accounting. It would 
report no income or expenses for 1952; 
these amounts, together with 1953 in- 
come and expenses, would be reportable 
in 1953, at the termination of the re- 
ceivership. 

Mr. Owner, never having received or 
been entitled to either income or ex- 
pense deductions, would not report any- 
thing in any year. 

What would the results have been if 
the court had decided in favor of Mr. 
Owner? 

\n adverse decision would have no 
effect on the income tax of any of the 
parties for the years 1950, 1951, and 
Both Mr. Care- 
less Oil Company received the 1950 and 


1952. Farmer and the 
1951 income under a claim of right and 
were properly taxable on it, despite the 
fact 1951 
testing their right to it. No income was 


that in Mr. Owner was con- 
ever received or accruable with respect 
to 1952 operations, so none was re- 
portable! by any of the parties. For 
1953, however, the tax effects would be 
substantial. Mr. Farmer and the Care- 
less Oil Company would be entitled to 
deductions in that year for the amounts 
received and reported as income in 
1950 1951,11 


allowed or allowable with respect there- 


and less the depletion 
to.12 In addition, the Careless Oil Com- 


pany would be allowed to deduct the 


idjusted basis of its now worthless 
lease.12 

In 1953 Mr. Owner would receive all 
of the income for the years 1950, 1951, 
1952, 1953; the 
cisions, it would all be taxable to him 
at that 


and under court de- 


time. 


Intangibles and depletion 


The Treasury has never questioned 
the right of the successful litigant to a 
deduction for intangible drilling and 
development costs, operating expenses, 

See the discussion of the tax treatment of in- 
come impounded or held in escrow in Mertens Law 

f Federal Income Tazxation, Section 12.105. The 

rms and circumstances of the escrow, the rights 
of the parties, and the conditions imposed on the 
of the or property, of 
course, determine the answer in each case. 

North American Conaolidated Oil v. Burnet, 
286 U.S. 417 (19382), U. S. v. Lewis, 340 U.S. 590 

1951). 

Maurice P. O’Meara, 8 TC 622 (1947). 

“Oil Income and Deductions During Periods of 
Dispute,” Benjamin L. Bird, Proceedings of the 
Fourth Annual Institute on Oil and Gas Law and 


elease escrowed funds 


etc. expended before he was held to be 
entitled to the property,and the income 
previously produced therefrom. It would 
be contrary to our entire system of taxa- 
tion to tax such recipient on more than 
he actually received. 

Similarly, it appears doubtful that any 
court would uphold a Treasury argu- 
ment that the losing litigants should be 
taxed on the income received under a 
claim of right, but denied deductions 
attributable thereto.18 Thus, there has 
been ne controversy with respect to de- 
ductions for iniangible drilling and de- 
velopment 


costs, operating 


etc.; but, until the recent statutory en- 


expenses, 


actments, one question was not com- 
pletely resolved, viz. Would the winning 
litigant be allowed depletion on the 
amount received? If so, would the “gross 
income” for the purpose of this compu- 
tation be the reconstructed gross income 
actually produced or the net amount of 
the award? 

Before 1950 and the Par 
cussed below) it seemed well settled that 


case (dis- 


the owner of an economic interest who 
received a monetary award representing 
the proceeds of oil and gas wrongfully 
extracted was entitled to percentage de- 
pletion! based on actual gross income 
from the property, not the net amount 
received.15 

Although, before 1950, the Fifth Cir- 
cuit had in Massey!® denied depletion 
to a litigant receiving impounded oil 
runs, the case was not generally viewed 
as contra to this basic premise, because 
its facts could be distinguished. The tax- 
payer was an attorney who received his 
share of the impounded oil runs as his 
fee for his successful prosecution of the 
resulted 
He 
money 


suit which 
the 


in the recovery of 


funds. had no interest in the 


property or until the case was 


won, hence he was not entitled to de- 
pletion on oil runs before his ownership 
attached. 

In 1950, the Fifth 
Parr v. Scofield;17 


tended the Massey rule. George B. Parr, 


Circuit decided 


which greatly ex- 


the taxpayer, had, in 1936, obtained an 


Taxation, Southwestern Legal Institute, at page 
424 et seq. 
14 Trojan 26 BTA 659 (1932); 
Barnhart-Morrow Consolidated, 47 BTA 590 
(1942); 28 BTA 569 (1933). This case also holds 
that depletion is computed under the law in effect 
when the income is received rather than the law in 
effect when the oil is produced. Estate of S. W. 
Anthony, 5 TC 752 (1945); H. L. Brown, 11 TC 
744 (1948). In most of these cases the facts indi- 
cate that the Treasury allowed depletion in com- 
puting the deficiencies asserted, and the Court 
made no comment on such allowance. Apparently, 
it was the understanding of the Government that 


Oil Company, 
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[Mr. Welsch is a CPA in Dallas. He is a 
partner in the CPA firm of Lybrand 
Ross Bros. & Montgomery and is editor 
of the Oil & Gas Department of this 
journal.| 





oil and gas lease which he transferred to 
a partnership with the oral understand- 
ing that he was to have a one-fourth in- 
terest in the net profits from the prop- 
erty. After production was obtained, the 
partnership disputed the existence of 
the agreement; and Parr sued. In 1944, 
Parr recovered his share of the net 
profits for the years 1940-1944. 

The court determined that, under the 
claim of right doctrine, Parr was taxable 
upon the entire amount received in the 
year 1944 when the funds were turned 
over to him, rather than during the 
which 


the income 


earned. In so holding, the court found 


period over was 
that Parr’s agreement for a share in the 
net profits did not make him either a 
coadventurer or a partner; but the opin- 
ion indicates that the decision would 
have been the same even if the findings 
had been to the contrary. 

The disturbing portion of the deci- 
sion in Parr v. 
that the 


profits earned by them before his in- 


Scofield was its holding 
amount “representing past 
terest in the property was established,” 
was not depletable income to Parr. In 
support of this holding the court cited 
Massey.18 

Encouraged by this decision, the Gov- 
ernment attempted to deny a depletion 
deduction to a successful litigant in a 
subsequent case.19 The Tax Court, in 
holding for the taxpayer, distinguished 
the Massey and Parr cases as follows: 

“The Scofield and 
Massey v. Com’r. relied upon herein by 


cases of Parr v. 
respondent present exceptional circum- 
stances which take them outside the gen- 
eral rule. The Massey case involved the 
availability of percentage depletion to 
an attorney whose interest was acquired 
pursuant to a contingent fee contract 
only upon the successful termination of 
litigation and at a time when the prop- 
depletion was allowable under the circumstances of 
the cases. 

15 But see Crews, 89 F.2d 412 1937), 
where held that litigant 
could not include the proceeds from production in 
his gross income unless they were received by him. 


The escrow agent misappropriated a substantial 
portion of the income from the property which 


(CA-10, 


it was the successful 


was never recovered by the taxpayer. 

16 Massey, 143 F.2d (CA-5, 1944). 

17185 F.2d 535 (CA-5, 1950) cert. den. 340 U.S. 
951. 

18 Note 16 supra. 

19 Estate of Thomas E. Arnett, 31 TC 320. 
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erty. to which his interest attached was 
in the form of money. The Parr case, 
upon which respondent lays the greater 
stress, involving a situation where the 
taxpayer had conveyed his ownership to 
the gas and oil but succeeded in subse- 
quent litigation against the grantees in 
establishing an equitable interest in the 
‘net profits’ resulting from the opera- 
tion of the property. Neither of these 
cases involved the situation here present 
in which the owner of the oil and gas 
recovers an award from trespassers repre- 
senting the proceeds of the oil and gas 
wrongfully taken and to which he was 
entitled by reason of an ownership or 
investment long antedating the litiga- 
tion in which the award was given.” 
While the Tax Court arrived at the 
correct conclusion in this case, its at- 
tempt to. distinguish the Parr case can- 
not reconciled with Burton-Sutton 
Oil Co.,2° where the Supreme Court held 
that a “net profits interest” retained by 


be 


a transferor of property represented an 
economic interest subject to depletion. 
If the Fifth Circuit determined that Parr 
had retained a “net profits interest” 
when he conveyed the property to the 
partnership, he should have been en- 
titled to depletion when he recovered 
the funds due to him.?! 


Basic case law 

Without considering subsequently en- 
let us answer the 
three questions which are the basis of 


acted relief statutes, 
this discussion: 

l. To should the 
taxed? Income is taxed to the party re- 


whom income be 


ceiving it under a claim of right. 
Amounts held in receivership are not 
taxable to anyone until the controversy 
is settled. 

2. Who 1s entitled to the deductions 
for intangible drilling and development 
costs, depletion, depreciation, operating 
expenses, etc.? Except for the doubt cast 
on depletion by Parr v. Scofield, supra, 
it appeared well established that the 
party taxed on the income is allowed 
the offsetting deductions. 


> 


3. When and how should the income 


20 Burton-Sutton Oil Co., 328 U.S. 25 (1946). 
21 In a footnote to its opinion in the Arnett case 
(note 19 supra) the Tax Court states that the au- 
thority of the Parr case even as to its peculiar 
facts has been weakened by the language in the 
Senate Finance Committee Report accompanying 
H.R. 232 (which added Section 1305 to the Internal 
Revenue Code). This report, after noting the Parr 
case, states that by the amendment to the Code 
“it is intended to make it clear that for the pur- 
pose of computing . . . deductions for depletion 
. . the award is to have the same character as the 
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and deductions be reported? Income is 
taxable to a cash basis taxpayer when 
he receives it, and to an accrual basis 
taxpayer when he becomes entitled to 
it. Deductions are allowed when paid or 
incurred, depending upon the taxpayer's 
method of accounting. An unsuccessful 
litigant can deduct amounts repaid to 
the successful litigant in either the year 
of repayment or the year in which he 
became obligated to make the payment, 
depending upon his method of account- 
ing. Money held in receivership or 
escrow is taxable in the year the re- 
ceivership in escrow terminates. 


Hardships in claim of right 


The Supreme Court has stated that 
“it is the essence of any system of taxa- 
tion that it should produce revenue, 
ascertainable and payable to the Gov- 
ernment at regular intervals.”22 The 
claim of right doctrine accomplished 
this purpose, but it produced harsh 
results. 1305 and 1341 have 
been the Internal Revenue 
Code to mitigate these hardships. Let 
us look at the evils these sections were 
intended to cure. 

First, there was the uncertainty, caused 
by Parr v. Scofield, whether a successful 
litigant would be allowed to deduct de- 
pletion. 

Second, although the courts had con- 
stantly decided the point in favor of the 
taxpayer, 


Sections 


added to 


there was no statutory au- 
thority for the proposition that income 
and deductions retained their original 
character in the hands of the successful 
litigant. Thus, there was the constant 
threat that the Treasury might refuse 
to permit the reconstruction of gross 
income and attempt to compute deple- 
the net amount received, 
might attempt to deny deductions for 
intangible drilling costs, etc. 

Third, a successful litigant was faced 
with the bunching of income in one 
When 
dividual or trust, our system of pro- 


tion on or 


year. the taxpayer was an in- 


gressive tax rates could impose sub- 
stantial penalties when three or four 
years income was received—and taxed— 


income which would have been received or accrued 
except for the breach of contract 
(Emphasis supplied by the Tax Court.) 
2 Burnet v. Sanford & Brooks Co., 282 U.S. 359 
(1981). 

23 IRC Section 613. 

*% Op. cit. note 2, Section 12.106(a). 

% Regs. 1.1341-1. 

% Reuben Simon, et al, — F.2d —, (CA-6, 1960). 

27 Op. cit. note 7 

8344 U.S. 6 (1952). 

2 Regs. 1.1341-1(3) (c). 


or duty.” 


at one time. Although sometimes, be- 
cause of the peculiar situation of an 
individual taxpayer, the taxation of in- 
come in the year of receipt produced 
favorable results, in the usual situations, 
additional tax resulted. 

Fourth, an unsuccessful litigant was 
taxed on money received under claim 
of right in the year of receipt and 
allowed a deduction in the year of re- 
payment. Sometimes this deduction 
would result in little or no tax benefit; 
at other times the benefit might be 
greater than the previous tax paid. 
Other unrelated items of income and 
deduction would cause the marginal tax 
rate to vary in the years involved. 


Bunched income—1305 


Section 1305 effectively alleviates the 
first three hardships without depriving 
any taxpayer of any benefits which 
might have accrued under the case law. 
This section grants special tax relief to 
damages of $3,000 or more received for 
breach of contract or breach of fiduciary 
duty. The tax attributable to including 
in gross income the part of the award 
allocable to prior years cannot be 
greater than the amount the tax in prior 
years would have been increased had 
that portion been included in gross in- 
come in those years. k 

In applying this section the taxpayer 
thus determines, first, the tax he would 
have had to pay if he had received the 
income when the oil or gas was produced 
and, second, the tax he would have to 
pay if it had all been produced in 
the year in which he received the award. 
Then he pays the lesser of these taxes. 

Although the Senate Finance Com- 
mittee Report states that “This bill re- 
stores the taxpayer to the position he 
would have been in had no breach of 
contract or breach of fiduciary relation- 
ship occurred,” the statute in fact puts 
the taxpayer in a better position. He 
pays the lesser tax resulting from two 
computations. Under the statute, the 
tax attributable to including the award 
in gross income for the taxable year in 
which it is received can not be greater 


than the aggregate increase in taxes 
which would have resulted if the tax- 
payer had received or accrued such 


award in prior years; it can be less. 

An individual may be in a substan- 
tially lower tax bracket in the year when 
he receives the award than he was in 
during the year or years when it was 
earned. Thus, he would pay the lesser 
tax resulting from the computation in 
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which the oil and gas is treated as if it 
had been produced in the year when he 
received the award. 

Even with a constant tax rate, as in 
the case of a corporation, better tax re- 
sults might be obtained from treating 
all the income as earned in the year of 
receipt than from spreading it back. 
Assume the following income and ex- 
penses with respect to a property that 
is the subject of a controversy: 











——— 


Intangibles, 
Gross operating Net 
Year income expense income 
1956 $100 $100 $ 0 
1957 200 50 150 
1958 200 50 150 
otal $500 $200 $300 








Assume further that the taxpayer was 
awarded $300 in 1958. 

| Using the spread back, the corpora- 
tion would not receive any deduction for 
percentage depletion for 1956 because 
there was no net income from the prop- 
erty.23 Percentage depletion deductions 

' would be allowable in the amount of 

$55 for each of the years 1957 and 1958, 

a total of $110. Thus, using the spread 

back method, the taxpayer will pay a 


t-> ~f 
tavA OL 


52% of $190, or approximately 
$100. On the other hand, if all the in- 
come and expenses were attributed to 
the year of receipt the allowable deduc- 
tion for percentage depletion would be 
27.5%, of $500 or $137 which is less 
than 50% of the net income of $300. 
of $162, 
or approximately $85. Since the tax due 
would be $15 less without the spread 
, back, the corporation would compute 


— 


Thus, the tax would be 52% 


its 1958 tax liability as if the relief pro- 
vision had not been enacted. 
Section 1305 does not apply unless 
the amount representing damages is 
$3,000 or more. Neither the statute nor 
the Committee Report mentions the 
} treatment of interest or punitive dam- 
ages. Presumably, these will be taxable 
in the year of receipt, and will not be 
subject to spread back treatment. 


Bunched expense—Section 1341 
| Section 1341 applies to a person who, 
having held funds under claim of right 
and having been taxed on them, is 
forced to refund. It thus applies to the 
1305 
applies to the winner. A repayment in 
excess of $3,000 may, under Section 1341 
be treated as reducing the tax for the 
year of repayment by the amount of tax 
for prior years attributable to the re- 
ceipt of the income. Applying 1341,:a 


loser in the civil action; Section 


taxpayer computes first, the amount by 
which the tax for prior years would 
have been reduced if the claim of right 
items had not been included in income, 
and, second, the reduction in tax which 
would result if the taxpayer were al- 
lowed to deduct the repayment current- 
ly. 

Whichever method produces the lesser 
tax is used. The provisions of Section 
1341 are mandatory. In this connection 
other considerations, such as a possible 
accumulated earnings tax, personal hold- 
ing company tax, the effect of other 
deductions, and the net operating loss 
carry-over and carry-back, must be taken 
into account.24 

Thus, under Section 1341 the tax can 
be no greater than it would have been 
if the claim of right item had never been 
included in income; it can be less. On 
the other hand, the taxpayer gets no in- 
terest for the prior year period during 
which the Government had the use of 
his money. 

Section 1341 is of much broader ap- 
plication than Section 1305. The Com- 
mittee Reports show that Section 1305 
was enacted primarily.with the oil in- 
dustry in mind, but Section 1341 was 
intended to alleviate hardship in numer- 
ous situations. 

The Regulations under Section 1341 
make it clear that no new deduction is 
granted by that section. They say that 
the section applies only if “the taxpayer 
is entitled under other provisions of the 
Internal Revenue Code to a deduction 
$3,000 the 
restoration to another of an item which 


of more than because of 
was included in the taxpayer’s gross in- 
come for a prior taxable year under a 
claim of right’25 (emphasis supplied). 
Thus, where a taxpayer under no legal 
obligation to do so voluntarily returns 
money to another, Section 1341 would 
not entitle him to a deduction. For ex- 
ample, in a recent case, two brothers re- 
turned to their controlled corporation 
that portion of the rent paid to them 
in prior years which the Treasury had 
held to be 
the nature of a dividend. In refusing to 


excessive and therefore in 
allow an adjustment to prior years or a 
deduction in the current year, the court 
stated that an obligation does not arise 
from a voluntary agreement to repay 
monies which a taxpayer would other- 
wise be entitled to retain. Absent such 
obligation, the deductions for repay- 
ment Although 
this case dealt with years before the en- 
actment of Section 1341, the result pre- 


must be disallowed.26 
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sumably would be the same under the 
statute. 

The Regulations state that the words 
“restoration to another” mean restora- 
tion because “it was established .. . 
that the taxpayer did not have an un- 
restricted right to such item.” It is not 
believed, however, that the use of the 
word “established” requires any stronger 
proof to sustain the deduction than 
existed prior to the enactment of Sec- 
tion 1341. The section was not intended 
to expand or contract existing rights to 
deductions; it was intended merely to 
provide relief from what might be un- 
fortunate timing.27 

The amount to be excluded from in- 
come in prior years in determining the 
decrease in cannot exceed the 
amount included in gross income in such 
years. Thus, in the case of oil and gas 
income, a taxpayer will be entitled to 
exclude only the amount returned less 
the depletion. 

The Regulations make it plain that 
Section 1341 applies to transferee situa- 
tions such as that in Arrowsmith.?8 

Assume that Careless Oil Company, 
in our first example, had dissolved and 
distributed its claim of right income to 


tax 


its stockholders in liquidation. These 
stockholders would have had to pay a 
capital gains tax for that year. If they 
were required to repay the income to 
Mr. Owner, they would be entitled only 
to a capital loss deduction, which might 
be wasted completely. Under Section 
1341, the be en- 
titled to recompute their tax as though 


stockholders would 
the repayment reduced the capital gain 
previously realized.?9 

The fact that the 
tions has run with respect to one or 


statute of limita- 
more years during which income had 
been received and reported under the 
claim of right doctrine does not pro- 
hibit the computations under Section 
1341. The Regulations specifically pro- 
vide that no other item shall be con- 
sidered in computing the amount of the 
decrease in tax if reconsideration of 
such other item is prevented by the 
However, if the 


operation of law. 


amounts of other items in the return 
are dependent upon the amount of ad- 
justed gross income, taxable income, or 
net income, such as charitable contribu- 
tions, foreign tax credit, depletion, and 
net operating losses, appropriate adjust- 
ment is to be made. 

The Regulations state that Section 
1341 does not apply to legal fees or 


other expenses incurred in contesting 
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the restoration of an item previously in- 
cluded in income. Such expenses are de- 
ductible only in the year paid or ac- 
crued.30 


Applying the Code to. the example 

Let us review our original example, 
giving consideration to both the cases 
Before the 
appointment of the receiver, the Careless 


and the remedial statutes. 


Oil Company and Mr. Farmer would 


report the income received under the 
claim of right and take the applicable 
deductions. From the time of the ap- 
pointment of the receiver to the termi- 
nation of the controversy, neither Mr. 
Mr. 


Oil Company received any income or 


Owner, Farmer, nor the Careless 
paid any expenses, nor were there sufh- 
cient ascertainable facts in that period 
to permit an accrual of either income 
or deductions. So, none of the parties 
would report any income or claim any 
deductions for that period. 

The 
have a substantial effect on the tax com- 


remedial statutes do, however, 
putations for the year in which the re- 
ceivership is terminated and funds paid 
over. For the purpose of this applica- 
tion, we must assume that the year in 
which the controversy terminated ended 
after December 31, 1954.31 

Under the statutes the Careless Oil 
Company and Mr. Farmer are entitled 
to deduct currently the amounts which 
they repay to Mr. Owner. However, if a 
lesser tax would result from eliminat- 
ing the income reported for the years 
in which it was received, the taxpayer so 
benefiting by the application of Section 
1341 would pay the lesser tax. 

Section 1305 should apply to Mr. 
Owner, so that his tax for the year in 
which he received the money would be 
the lessor of the amounts computed by, 
first, reconstructing his income for prio1 
years as if he had received the income 
and, second, considering all of the in- 
come to have been earned and expenses 
the the 


funds. Although Section 1305 only ap- 


incurred in year he received 
plies to damages “for breach of con- 
tract or breach of a fiduciary duty or 
held that 


had a quasi- 


relationship,” it should be 
Oil 


fiduciary duty to pay bonuses and royal- 


Careless Company 


ties to the person actually entitled to 
them (Mr. Owner), or that Mr. Farmer 


8> Regs. 1.1341-1(4) (h). Cf. Cotnam, 263 F.2d 119. 
31 Section 1305 applies to taxable years ending 
after December 31, 1954, but only as to amounts 
received or accrued after such date as a result of 
awards made after that date. Section 1341 was ef- 
fective as part of Internal Revenue Code of 1954. 
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(or the receiver) received such funds im- 
posed with a constructive trust for the 
benefit of Mr. Owner, or that Careless 
Oil Company by taking oil from the 
property became liable therefor in quasi- 
contract, etc. It is possible that the words 
above quoted would be construed nar- 
rowly, so that Mr. Owner would not have 
the possible benefit of a spread back. 


Conclusion 


Undoubtedly, the example used in this 
presentation is oversimplified. Most oil 
and gas transactions today are much 
more complicated, involving a number 
of parties and a variety of interests, such 
as oil payments, overriding royalties, etc. 
However, as to each taxpayer, the basic 
rules apply regardless of the complexity 
of the fact situation. These rules may be 
summarized briefly, as follows: 

1. Income is taxed when received or 
accrued under a claim of right. 
or held 
receiver is not taxable until released. 


2. Income in escrow by a 

3. Refunds of income received under 
a claim of right will be treated as cur- 
rent deductions or spread back, which- 


ever produces the lesser tax. 


4. The recipient of an award for 
breach of contract treats the amount re- 
ceived as income in the year of receipt 
(or accruability) or spreads the income 
back over the period in which it arose, 
whichever produces the lesser tax. 

5. A taxpayer is allowed the deduc- ( 
tions based upon the gross income he 
would have received if there had been 
no breach of contract. Thus, gross in- 
come and _ taxable are recon- 
structed for the purpose of computing 
depletion and depreciation. , 

The claim of right doctrine is firmly 
established; but the remedial statutes | 
have, to a substantial extent, alleviated | 
the hardships caused by the inflexible 
application of the doctrine. The Com. | 
missioner followed the intent of Con- 
gress, as expressed in the Committee 
reports, when drafting the Regulations 
under section 1341. It is to be hoped 
that Regulations, when proposed under 
section 1305, will follow the Congres- 
sional intent as closely, and will not 
restrict the benefits of Section 1305 to} 
persons who were parties to formal con- 
tracts or the beneficiaries of customary 


vy 





RP 


income 


—_—_——or— 


fiduciary duties or relationships. 


Gross distortion by claim-of-right accrual 


seen in new Tax Court docket 


AN EXTREME example of the distortion 
that can be created by application of the 
claim-of-right rules to business opera- 
tions is shown by a new petition filed 
in the Tax Court by The Southern Re- 
tirement Association.! One could hardly 
conceive of a stronger example of un- 
expected assessment than this should 
the IRS’ position be upheld. 

The petitioner runs a small (14 bed) 
retirement home for elderly persons in 
South Carolina. The Retirement 
ciation lifetime 


Asso- 


sold care contracts to 
10 people receiving a total of $67,000. 
The contracts called for lodging, food, 
and other reasonable care for life. 

On these facts the Commissioner pro- 
posed that the entire $67,000 be reported 
as income in the year of receipt. 

The Association, however, reported 
only $10,524.21 as income in that year. 
This is supported by a schedule of 
earned income based on life expectancy. 
For example; a man of 78 with a life 
expectancy of four years paid $7,500 for 
his lifetime After 
the petitioner would report one-fourth 
as earned income ($1,875.00) and three- 
fourths as unearned income ($5,625.00). 


contract. one year, 


The first year of operations under these 
contracts resulted in earned income of 
$10,524.21 income of 
$56,475.79. 

The Commissioner determined a de- 
ficiency for the year of $24,145.74. 

In an alternative pleading the peti- 
tioner asserts that reporting the $67,000 
in the year of receipt will not clearly 
reflect income within the meaning of 
Section 446(b) of the Code, or, if the 
unearned portion can not be deferred, 


and unearned 


——— 


a reasonable accrual of future expenses 
attributable to these contracts should be 


—_— 


allowed. Here, too, the rationale is the 


doctrine of the clear reflection of in- 
come. 
/ 
Prepaid income 
Under these facts, the petitioner’s 


main contention presents a strong argu- 
ment for deferral of the unearned por- 
tion of the prepaid income. Petitioner’s 


method of reporting income clearly re- 

1 Docket No. 91230 Feb. 20, 1961. ‘ 
2 267 F.2d 520. i 
3 283 F.2d 234. 

4 280 F.2d 883. 

5 353 U.S. 180. 

® 1954 Code Sec. 455. 
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flects the actual operation of the re- 
the Commis- 
sioner’s method would completely dis- 
tort the picture. The shortest life ex- 
pectancy among the 10 lifetime con- 
was four years. This means a 
probable absence of income for that 


tirement home, whereas 


tracts 


period of time with the operating ex- 
penses amounting to the loss for each 
year. 

The petitioner is not without strong 
Bressner Radio? and Mark E. Schlude.8 
The Second Circuit in Bressner allowed 
prepaid amounts on one year television 
service contracts to be prorated over the 
of the contract. Although the 
Seventh Circuit reached a contrary re- 
sult in Streight Radio and Television, 
Inc.,* the court found that the taxpayer 
did not prove relationship of their de- 
ferral of income to future services re- 
quired. The Government won in Auto- 
mobile Club of Michigan® for a similar 


term 


reason. 

In Schlude, part of the prepaid danc- 
ing studio fees were allowed to be de- 
ferred for lessons to be given in future 


years. 


Outlook 
Che 


clea 


on the 
reflection of income which results 


taxpayer rests its case 
from its method of reporting vis a vis 
the warped picture, and consequent tax 
injustice, the Commissioner's 


“claim of right doctrine” would effect. 


which 


There is no confusion as to possible re- 


funds, cancellations, or restrictions as 
to use. 
Despite this apparent strength, there 
are several possibilities of a defeat, or 
an incomplete victory. The Tax Court 
could avoid the issue by insisting that 
it is not a legislative body and that if 
Congress deems a statement of policy 
necessary, Congress, and not the Tax 
, Court, should so decide. It could point 

to the case of prepaid subscription in- 
} come where the confusion was settled 
by law,® which now permits an election 
to defer unearned prepaid subscription 
income 


The 


Commissioner’s stand 


Tax Court could uphold the 
and 


also escape 
the inequity which a decision for the 
Government would bring by considering 
the petitioner’s alternative plea. Since 
there is both a certainty of future ex- 
penses and a reasonable certainty of 
amount, the Tax Court could find con- 
siderable backing for the allowance of 
) an accrual of estimated future expenses. 

It appears that the trend toward re- 


laxation of the rigid “claim of right” 
views will gain impetus from cases 
such as Southern Retirement. The Com- 
missioner must eventually give ground 
in this area. Although no panacea, a tax- 
payer victory in this case followed by 
an acquiescence by the Commissioner 
delineating a new, and more reasonable 
Government policy, would cut the Gor- 
dian Knot of confusion and ‘‘overmuch 


litigation” on this subject. 


Change in method or 
correction of error? 
IRS victory may backfire 


IF A CHANGE of accounting method re- 
quires permission of the Commissioner 
and if a correction of erroneous account- 
ing operation does not, then a good deal 
of pressure is placed on the question of 
which is which. And it isn’t always easy 
to distinguish. The Third Circuit has 
just decided a case turning on this point 
(O. Liquidating Corp.1) for the Govern- 
ment, after the Tax Court had held for 
the taxpayer, in a decision which may 
yet arise to plague the Commissioner. 

In this case the corporation, an ac- 
crual basis taxpayer, maintained a group 
insurance plan for its employees. Short- 
ly after the close of each calendar year, 
the Board of Directors of the insurance 
company would review the surplus of 
the prior year and determine the amount 
of dividend to be distributed. 

The taxpayer consistently followed 
the practice of accruing as of the year- 
end an amount representing the divi- 
dends to be paid by the insurance com- 
pany. This amount was recorded as a re- 
duction of the insurance expense. 

In 1953 the corporation, without re- 
questing the consent of the Commis- 
de- 
ducted the full amount of the insurance 


sioner, accrued no dividends and 
premiums on its returns. In 1954 divi- 
dends of $114,000 were received and re- 
Under the old 
method, this amount would have been 


ported in that year. 


accrued in 1953. 

The Tax Court upheld the taxpayer's 
contentions that the dividends did not 
accrue until the year of receipt and that 
the change in the treatment of this item 
on the 1953 return did not constitute 
a change in accounting method which 
would require the prior approval of the 
Commissioner. 

The Commissioner carried the case to 
the Third Circuit. He conceded that the 
dividends accrued in the year of receipt 
and that the taxpayer's original method 
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of reporting was erroneous. The Com- 
missioner contended, however, that a 
taxpayer must obtain the prior consent 
of the Commissioner before changing 
the method of accounting used in re- 
porting income. This applies not only to 
an over-all change of method, but to a 
change in the method of accounting for 
any material item. This is to protect the 
Government against a possible loss of 
revenue because of the distortion of in- 
come in the year of change. 

The O. Liquidating Corp. opposed 
this by asserting that “correction of an 
error to conform to a_ long-standing 
method of accounting is not a change 
in accounting method and that the Com- 
missioner may not require the taxpayer 
to perpetuate an error.” It also argued 
that its new method of reporting the 
dividends clearly reflected income? and 
that the Commissioner could not insist 
on a method which fails to clearly re- 
flect income. 
deci- 
Tax Court and held 
It ruled that the 
Commissioner did not seek to change 


The Third Circuit, in a 2-to-l 
sion, reversed the 
for the Government. 


the taxpayer’s method of accounting but 
merely to prevent a change made with- 
out his consent.4 Neither the Commis- 
sioner nor the taxpayer may unilaterally 
make the change.5 This departure con- 
stituted a change in accounting method 
because it involved a significant item. A 
change of method of reporting a ma- 
terial item requires the prior consent of 
1939 and 


1954 Codes.® Accordingly, the court held 


the Commissioner under the 


that the Commissioner did not abuse his 
statutory discretion in refusing to grant 


his consent to a change in the tax- 


payer's method of accounting for a 


material item of gross income. 

The dissenting judge, relying on Bea- 
con Publishing Co.," felt that the tax- 
payer corrected its 


merely previous 


erroneous treatment. In correctly apply- 
ing the accrual method of accounting 
which it had adopted, the taxpayer did 
not require the consent of the Com- 
missioner. 


1CA-3, 6/14/61. 

2 As required by Section 41 of the 1939 Code. 

3 Caldwell, 202 F.2d 112 (CA-2, 1953); Frame, 195 
F.2d 166 (CA-3, 1952); Mnookin’s Estate, 184 F. 
2d 89 (CA-8, 1950); Advance Truck Co., 262 F.2d 
888 (CA-9, 1958). 

4 Goodrich, 243 F.2d 686 (CA-8, 1957). 

5 Security Flour Mills Co., 321 U.S. 281 (1944). 

6 Rev. Rul. 59-285, 1959-2 CB 458. 

7218 F.2d 697 (CA-10, 1955). 

8Graves “Limitations on Commissioner’s power 
to require accounting changes,”” NYU 19th Ann. 
Inst. on Fed. Taxation 1209-1224 (1961). 

® Rev. Rul. 59-285, 1959-2 CB 458. 
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Since the clear reflection of income 
ranks above consistency as the object of 
an accounting method,’ it appears that 
the taxpayer conformed with the prime 
requirement. The change, although of 
a material item, was nothing more than 
the correction of what the Commissioner 
concedes was erroneous reporting. Per- 
haps another court, taking a dimmer 
view of the administrative interpreta- 
tion relied on by the Commissioner,® 





War loss provisions inapplicable to 
property sold under duress prior to 
World War II. In 1916 and 1926 tax- 
payer inherited a building in what is 
now West Berlin. In 1937 taxpayer was 
forced to sell the property, and in 1952 
a restoration court awarded the property 
back to taxpayer. The building was 
classified as unsafe in 1954. Taxpayer 
from 1954 to 1956 expended amounts to 
repair war damage. Taxpayer claimed 
that the basis of the building, for depre- 
ciation purposes, is the fair market value 
at the time of the recovery, citing Sec- 
tions 1336(a) and 127, which provide 
such a basis for property recovered after 
The Tax Court held those 
sections inapplicable; taxpayer, because 


war losses. 


of the forced sale, did not have at the 


time war was declared the kind of in- 
terest in the property required under 
the Code to make the war loss sections 
The 


the fair market value of the property at 


applicable. court then determined 
the date of inheritance, which basis is to 
be used for depreciation purposes. Reis- 
ner, 34 TC 1122, acq., IRB 1961-26. 


Commissioner’s valuation of property re- 
ceived in payment of debt sustained. 
Taxpayer corporation was the holder of 
three unsecured notes of another corpo- 
ration in the amount of $77,000. At the 
suggestion of a controlling stockholder 
of both corporations, taxpayer purchased 
all the assets of the debtor corporation 
its liabilities. It 
the net assets received totalled only $23,- 
000 and took a bad debt deduction for 
$54,000. The Commissioner substantially 


and assumed claimed 


bad debt deduction 
tending that a higher valuation should 


reduced the con- 
have been placed on the assets received. 
In the absence of any evidence by tax- 
payer of the value of the assets received, 
the Commissioner’s determination is 


sustained. Foegol Co., TCM 1961-178. 


New accounting decisions this month 


September 1961 


may question the need for the prior con- 
sent of the Commissioner to make a 
change which is merely the correction of 
an error. 

The Commissioner may find this to 
be a costly victory. Since he often argues 
that an error and not a change in ac- 
counting method is involved when he 
seeks to make a change in the taxpayex’s 
method of reporting, this decision may 


A 


plague him. vr 


Loss corporation not acquired for tax 
advantage; carryover allowed. The tax- 
payer corporation acquired in 1950 96% 
of the stock of another corporation. 
Shortly after the acquisition of the stock, 
the subsidiary sold a substantial part of 
its assets at a loss. The loss was of no 
avail since the subsidiary had a net 
operating loss carryover from prior years. 
The parent corporation also suffered a 
net operating loss in the year of acqui- 
In the consolidated income tax 
return for 1953, the parent endeavored 
to utilize the loss carryover created by 


sition. 


the loss on the sale of the subsidiary’s 
assets against its taxable income. The 
trial court disallowed the loss carryover 
on the ground that the taxpayer failed 
to establish that the principal purpose 
for the acquisition of the stock was not 
the evasion or avoidance of Federal in- 
come tax. The testimony 
consideration 


was that 
the 
prior to the 


no 
was given to tax 
aspects of the transaction 
time of the purchase, and that the prin- 
cipal purpose of the purchase of the 
stock was to secure a market for the dis- 
tribution of butane gas, manufactured 
by the parent. Thus, this court holds 
that the parent could properly deduct 
the net operating loss carryover arising 
from the loss on the sale of the assets 
by the subsidiary. Although there was 
an unexpected tax windfall, the tax ad- 
vantage will not justify the disallowance 
of a deduction unless the principal pur- 
pose of the acquisition was to evade or 
avoid taxes which, under the agreed 
facts in this case, was not the principal 
purpose. Hawaiian Trust Co., Lid., 
CA-9, 5/25/61. 


Real estate in communist Hungary had 
no value. The basis of property received 
by gift is the donor’s basis or fair market 
value at date of gift, whichever is lower. 
Taxpayer received real estate in Buda- 








pest as a gift in 1948 and claimed a loss 
upon its nationalization in 1952. The 
court disallows the loss. The communist 





ideology had so taken hold of Hungary 
by 1948 that the property had no fair 
market value at the date of gift. There 
was no basis for a loss deduction. Alvary, 
DCN. Y., 6/9/61. 


Deduction denied for law studies under- 
taken to obtain rather than retain posi- 
tion. A research chemist at DuPont was 


offered a position as patent chemist on j 


the condition that he enroll at law 
school at his own expense. He took the 
position, eventually graduated from law 
school, and was admitted to the Bar. 
Du Pont immediately promoted him to 
a position as patent attorney at a sub- 
stantial increase in salary. The court 
holds the educational expenses are not 
deductible the 
undertaken primarily to obtain rather 
than retain a position. Sandt, TCM 
1961-181. 


since education was 


Cost of law school training not deduc- 
tible by N.L.R.B. examiner. ‘Taxpayer 
was employed as a field examiner for 
the N.L.R.B. The Board <lid not require 


examiners to have any legal training, 


but taxpayer voluntarily entered law 
school at night. He was graduated in 
1960. He passed the Bar that year and | 
was immediately promoted by the Board 
to a higher grade. The court holds tax- 
payer is not entitled to any deductions | 
for educational expenses. In attending 


law school taxpayer acquired a new 
specialty and a new skill, not required 
as a condition to the retention of his 
salary, status or employment, nor to 
sharpen a skill already possessed. Aronin, 
TCM 1961-180. 


CAPITAL GAINS 


Ordinary income on covenant not to 


— 


compete. The sale contract under which 
the taxpayers sold their small loan busi- 
ness allocated $60,900 as consideration 
for the covenant not to compete. The 
trial to behind the 
agreement and upheld the Commissioner 


court refused go 
in treating the consideration for the 
covenant as ordinary income. This court | 
affirms. The opinion admits that the tax- 
payers had probably been maneuvered 
by their purchaser into a big tax dis. | 
advantage, but says that although third 
parties may question the allocations of [ 
parties to a contract, the bargainers are 
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not ordinarily open to do so in the 
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absence of fraud. Rogers, CA-9, 4/3/61. 


IRS can’t treat payments as including 
interest; contract did not. The taxpayer 
was the owner of a ranch which he sold 
for $275,000 payable in installments. 
The primissory note for the purchase 
price did not provide for interest on the 
unpaid balance and it was agreed be- 
tween the parties that no interest would 
be charged. The IRS assessed a de- 
ficiency based determination 
that a portion of the installment pay- 


upon a 


ment received during the taxable year 
interest. This case 
holds against the Government, estab- 
lishing a rule that where the contract of 
sale does not provide that any part of 
the deferred payments is interest, no 


was attributable to 


part of such payment may be considered 
interest. Pretzer, DC Ariz., 4/19/61. 


Capital gain allowed on sale of un- 
improved land held for lease. The court 
finds that taxpayer-corporation acquired 
a 200 invest- 
ment, namely, to lease for industrial 


acre tract of land as an 
building sites, and that it never departed 
from this primary objective even though 
it sold a parcel out of the tract in the 
taxable year. The court rejects as un- 
supported by the evidence, the Com- 
missioner’s contention that the property 
was held for the dual purpose of sale 
or lease; accordingly, gain on the sale 
is capital gain and not ordinary income. 
In determining the basis of two parcels 
the court holds the cost basis must be 
allocated to the various parcels accord- 
ing to their value on the date the option 
to acquire the tract was acquired by 
taxpayer's sole stockholder in 1949, and 
not three years later, when the land 
was transferred to taxpayer-corporation. 
Harchester Realty Corp., TCM 1961-184. 


Transfer of when-issued contract is sale, 
not payment for release of liability. On 
September 19, 1950, taxpayer contracted 
stock the 
next day contracted to buy when-issued 
stock. The price of the when-issued stock 
rose and in December 1951 
transferred 40% of his selling contract, 


to sell when-issued and on 


taxpayer 


paying $31,150 for the assignee’s assump- 
tion of liability. In January 1952, he 
transferred 40% of his purchase con- 
tract, receiving $29,975. In his 1951 re- 
turn taxpayer deducted the $31,150 from 
The Commissioner 
held it was a long-term capital loss. The 
Tax Court found that in the 1951 trans- 
action was a sale of a capital asset and 


ordinary income. 


not a payment for the release of tax- 
payer’s liability, as contended by tax- 
payer, and that the loss was long term. 
This court affirms. The effect of the as- 
signment was to release taxpayer, but 
the payment he made was not for his 
promise under the original contract but 
rather to effect a sale of the contract. 
Stavisky, CA-2, 6/5/61. 


DEPRECIATION 


Amortization deduction allowed for cost 
allocated to covenant not to compete. 
A sales contract transferring an insur- 
ance agency to taxpayers contained a 
covenant not to compete for six years, 
which was separately bargained for. Of 
the total sales price of $60,000, the con- 
tract allocated $5,000 to furniture and 
fixtures, and $55,000 to the covenant. 
The court accepts the allocation as made 
in good faith and realistically deter- 
mined, and permits amortization of the 
$55,000 paid for the covenant over its 
six year life. Crissey, TCM 1961-189. 


No acceleration of depreciation rate 
despite increased use. The taxpayer- 
corporation purchased a steamship in 
1947 that originally had been built in 
1919. At the time the 
quired, the taxpayer estimated its use- 
ful life to be 10 years. Taxpayer claimed 


vessel was ac- 


depreciation on that basis for the years 
1947 through 1950. In 1951, the 
preciation was accelerated to 20% per 
This 


upon the continuous operation of the 


de- 


annum. acceleration was based 
vessel during the Korean conflict—the 
taxpayer claiming that the excessive and 
continuous use of the vessel was instru- 
mental in its decision to accelerate the 
depreciation rate. No evidence was in- 
troduced at the trial, other than the 
continuous use of the vessel, to sub- 
stantiate the taxpayer’s claim. Under 
the district 
held, and this court affirms that the tax- 
payer is not entitled to accelerate the de- 
preciation on the vessel for tax purposes. 


these circumstances, court 


Gounares Bros & Co., Inc., CA-5, 6/21/ 
61. 


*Consent needed to depreciate previous- 
ly inventoried raised breeding stock. 
Taxpayer had previously inventoried 
livestock under the unit price method. 
He transferred all his raised breeding 
cattle to depreciation schedules, The 
district court upheld taxpayer's right to 
do this. [The effect of this treatment 
would be to give taxpayer an ordinary 
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deduction for depreciation followed by 
capital gain on sale.—Ed.] This court 
reverses. Taxpayer voluntarily adopted 
the unit price method. He is thus bound 
by the regulations requiring its use 
for breeding livestock as well as stock 
raised for sale. The court remarks that 
to the extent Lewis (251 F.2d 128, CA-5) 
is contrary it is not followed. Ekberg, 
CA-8, 6/21/61. 


WHAT IS INCOME? 


Exemption of insolvent bank _termi- 
nated. In this case, a bank filed a claim 
for refund for its 1955 taxes under the 
exemption permitted by Section 7507(b) 
which exempts from taxation earnings 
of a bank when the payment of taxes 
will diminish the assets available and 
necessary for full payment of deposi- 
tor claims. The district court, in an 
unreported decision, granted the bank’s 
motion for summary judgment on the 
basis of a previous appeal involving 
the tax years 1952 through 1954. This 
court reverses and remands for entry 
of a judgment dismissing the com- 
plaint. The bank was not entitled to 
exemption from tax in 1955 when, by 
its own admission in 1954, it had ample 
funds to pay depositors and still have a 
large surplus on hand. Section 7507(b) 
was intended to relieve a bank from pay- 
ing Federal income taxes when the pay- 
ment would diminish the funds avail- 
able for payment of deposits. Bank of 
Leipsic Co., CA-6, 4/5/61. 


Escrowed funds to secure performance 
of sales contract not income to sellers. 
Pursuant to a_ stock agreement, 
$500,000 of the purchase price was with- 
held from the seller and placed into a 


sale 


depository account for the purpose of 
protecting the buyer against undisclosed 
liabilities and possible breach of war- 
the sellers. Although the 
sellers had the power to direct invest- 
ment of the escrowed funds, and to re- 
ceive the income earned thereon, they 
did not have any power to consume 
principal. In fact, they might never have 
received the money. Accordingly the 
court holds the cash basis sellers were 
not required to include the $500,000 in 
income in the year of sale. Anderson, 
TCM 1961-139. 


ranties by 


Purported exchange of life estate for 
stock has no tax effect. Three brothers 
by agreement contributed their stock in 
a real estate holding company to a trust 
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for the benefit of their wives. Although 
the trust agreement was properly exe- 
cuted, the stock was never physically 
transferred to the trustees. Years later, 
after the brothers died, their 
widows purported to sell their husbands’ 


two of 


stock interest to the corporation for life 
estates in certain rental properties, by 
endorsing two new certificates nominally 
issued to them by the corporation. The 
Commissioner contends the trust was 
never established and the widows owned 
the stock as heirs at law; consequently 
the widows and the corporation realized 
gain on the exchange. The court, how- 
finds the 


law. It 


trust was valid under 
the 


could not have sold to the corporation 


ever, 
local follows that widows 
for life estates in real properties because 
the trust, and not the widows, owned the 
shares. Accordingly there was no ex- 
change and no gain resulted to any of 
the parties. Doerflinger, TCM 1961-185. 


Flood loss must be claimed in year of 
settlement. In 1946 taxpayer’s home was 
severely damaged by flood. In 1947, after 
a dispute with the bank holding the 
mortgage, taxpayers agreed to make the 
necessary repairs at their own expense. 
Several years later they sued the bank 
for failing to insure the property. Tax- 
payers now contend the casualty loss 
should be deductible when this suit was 
settled adversely. The court agrees with 
the Commissioner that the loss became 
fixed in 1947 when taxpayer agreed with 
the bank to assume the loss. Poe, DC 
Colo., 5/18/61. 


ACCOUNTING METHODS 


Saving association reserve is income on 
The 
Loan Co. sold all of its assets and then 


liquidation. Berea Savings and 
liquidated under Section 337. The court 
the Federal 


taken 


finds Insurance Reserve 


must be into income upon the 
liquidation. Although based on deposits, 
it has the function of a bad debt reserve. 
Since the reserve is no longer needed, it 
must be returned as income. Taxpayer 
is liable for the deficiency as transferee. 
Citizens Federal Savings and Loan Assn., 


Ct. Clms., 6/7/61. 


Premium on note can’t be amortized by 
cash-basis taxpayer. A tax- 
payer borrowed $200,000 in January 
1954 and gave a $250,000 note. It repaid 
the note in full in 1956. Taxpayer is 
denied the right to amortize the pre- 
$50,000 over the three 


cash-basis 


mium of year 
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period. The payment of the premiums, 
like interest, is deductible by a cash-basis 
taxpayer only in the year of payment. 
similarly, expenses paid in 1954 and 
1955 with respect to real estate sales in 
1952-and 1953 are to be treated as capi- 
tal losses in the years paid, and may not 
be deducted from the gains on the sales 
in 1952 and 1953. Harchester Realty 
Corp., TCM 1961-184. 


Sale of old equipment and purchase of 
neu’, although separate transactions are 
usually tax-free exchanges. Taxpayer 
owns business equipment (held over six 
months) having a value in excess of 
basis. He desires to acquire new equip- 
ment from a dealer who will give him 
a trade-in allowance. ‘Taxpayer and the 
dealer enter into two contracts, one for 
the sale of the old equipment and the 
other for the purchase of the new equip- 
ment. The IRS rules that these are re- 
ciprocal and mutually dependent trans- 
actions and unless other factors 
constitute a 


are 
nontaxable 
change under Section 1031. Each con- 
tract is a step in a single integrated plan. 
Substance rather than form is one of 
the governing factors. Rev. Rul. 61-119. 


present, ex- 


Deduction for legal fees incurred by 
cash basis taxpayer can’t be deferred 
beyond year of payment. Taxpayer was 
indicted for income tax evasion in 1951 
but the matter was nolle prossed in 1956. 
For the years 1947 to 1955 taxpayer, who 
reported on the cash basis, paid legal 
fees the 
proceedings. The court holds taxpayer 
cannot deduct the entire of 
legal fees in 1956 since they were not 
paid in that year. It discounts taxpayer’s 
argument that the Commissioner would 
have disallowed any deductions for legal 


in connection with criminal 


amount 


fees while the proceedings were pending, 
pointing out that taxpayer was not with- 
out a remedy in such situation since he 
could have contested the disallowance. 
Spahos, TCM 1961-175. 


Date of parent’s forgiveness of sub- 
sidiary’s debt fixed; interest need not 
be accrued thereafter. Taxpayer's sub- 
sidiary was indebted to it and for many 
years its earnings were less than the 
current interest. Taxpayer accrued as 
interest income the full amount of the 
subsidiary’s earnings. Then from 1942 
to 1945 the.subsidiary’s earnings ex- 
ceeded current interest and the parent 
accrued the full earnings, applying the 
excess Over current interest to the in- 


terest arrears. In 1946 earnings fell below 
interest but the entire earnings were 
accrued. In 1947 and 1948 (the years at 
issues) when earnings against exceeded 
interest the taxpayer accrued only the 
current interest. The commissioner in- 
sisted the full earnings of the subsidiary 
should be accrued as interest on arrears. 
The Tax Court finds that in 1947 the 
president of the parent acting within his 
powers forgave the arrearages for both 
business and tax reasons; formal for- 
giveness was made in 1953. Because of 
the forgiveness the taxpayer was entitled 
to accrue only current interest and its 
failure to accrue the balance of the sub- 
sidiary’s earnings is upheld. Alchison, 
Topeka and Santa Fe Railway Co., 36 
TC No. 61. 


Can’t accrue interest not payable while 
RFC loan is outstanding. [ Acquiescence} 
An accrual-basis taxpayer held 5% 
debentures of a corporation that with 
taxpayer’s consent entered into an agree- 
ment amending the trust indenture. 
Under this amendment taxpayer relin- 
quished its right to receive payment of 
principal or interest on the bonds until 
an RFC loan was fully paid, renounced 
its right to assert claims under the deben- 
tures, and agreed to pay over to the RFC 
any sums received under the debentures. 
Taxpayer nevertheless accrued the in- 
terest on its books but claimed that such 
interest was not income for tax pur- 
poses. The Tax Court agreed with the 
taxpayer, finding that under the amend- 
ment taxpayer merely had a qualified 
right to receive the interest and that it 
cannot be said that taxpayer has a fixed 
and unconditional right to the interest, 
which is necessary to accrue the interest. 
Standard Lumber Co., 35 TC 192, acq. 
IRB 1961-26. 


Interest deduction of accrual-basis tax- 
payer allowed in year of payment; no 
expectation of payment in prior years. 
The taxpayer-corporation purchased a 
steamship from its president in 1947. In 
1948, the board of directors authorized 
taxpayer to execute a promissory note, 
payable one year from the date thereof, 
with interest at the rate of 4% per 
annum toward the purchase price. The 
note was never executed. No interest ex- 
pense was accrued on the taxpayer's 
books for anyyear until the close of 
1951, when the taxpayer accrued interest 
for 1948, 1949, 1950, and 1951. The 
accrued interest was paid to the presi- 
dent within two-and-one-half months 
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after the close of the taxable year 1951. 
The district court allowed only the 
amount accruing as interest expense in 
1951 and disallowed the portion of the 
interest expense that should have been 
accrued in 1948, 1949, and 1950. This 
court reverses. There was no expectation 
of payment in those years. The presi- 
could be no 
payment until taxpayer had earnings. 
The deduction 1951 
when there first arose an expectation of 


dent-creditor knew there 


was accruable in 


payment, Gounares 
CA-5, 6/21/61. 


Bros. & Co., Inc., 


WHEN IS IT INCOME 


Installment election must be made by 
partnership. Taxpayer was a member 
of a partnership which sold all its busi- 
ness and assets under circumstances 
which would qualify for an installment 
sale. The partnership reported the gain 
on the sale as a completed transaction, 
making no election for installment treat- 
ment. Taxpayer, however, as did all of 
the other partners, elected to report the 
the sale of the installment 


method. This court holds that the tax- 


gain on 
payer must pay tax on the completed 
transaction since the partnership failed 
to elect, in its 1955 income tax return, 
to report the gain on the installment 
basis. Stone, DC Colorado, 3/15/61. 

Advances received under “claim of 
right” are income when received. Ad- 
vances received by a logging contractor 
to enable it to meet its operating ex- 
penses were to be applied in settlement 
of logs delivered. It was the policy not 
of the 
walue of the logs actually delivered plus 
the value of logs felled. At the end of 
1957 


excess of completed logs. The court finds 


to advance amounts in. excess 


the amount of advances was in 
the excess was received under a claim of 
right for services to be rendered and 
thus constitutes income at the time of 
receipt. Brownie Coldiron Logging Co., 


TCM 1961-145. 


Settlemeni of suit and cancellation of 
CCC indebtedness results in income. In 
1948, taxpayer delivered barley to a 
warehouseman and obtained a warehouse 
receipt. He then borrowed $150,000 from 
the Commodity Credit Corporation and 
gave his note secured by the warehouse 
réceipt. It was then discovered that the 
warehouseman had converted to his own 
use; substantial amounts of barley both 
before and after the barley deposit. The 


CCC then requested taxpayer to repay 
the loan and litigation ensued. In 1955, 
under a settlement agreement effecting 
a complete discharge of taxpayer’s note 
the trustee in bankruptcy of the ware- 
houseman paid $65,000 and taxpayer 
$32,000 to the CCC. Taxpayer never 
elected to report the amount of the loan 
as income, under Section 123(a) of the 
1939 IRC. The Commissioner contended 
that taxpayer received income in 1955 
upon payment of part of the loan on 
its behalf by the trustee in bankruptcy 
and upon cancellation of the note. The 
court agrees finding that payments by 
the bankruptcy trustee to the U. S. in- 
come to taxpayer and that the cancella- 
tion of part of the 
the CCC also constituted income to tax- 
payer stemming from the cancellation 
and satisfaction of the indebtedness. 
Chatom Co. Ltd., 36 TC No. 53. 


indebtedness by 


DEDUCTIBILITY 


. Embezzler can’t deduct his payments in 


restitution. Taxpayer, a bank manager, 
credited a depositor’s account with fic- 
titious deposits and honored overdrafts 
for the same depositor. Taxpayer in- 
demnified the bonding company in part 
and deducted the amounts paid as an 
ordinary and necessary business expense. 
The Tax Court held that regardless of 
whether the payments are necessary, they 
are not ordinary, since it is not ordi- 
nary for a bank manager to defraud his 
employer. The court distinguishes Hein- 
inger (320 U.S. 467), which allowed a 
deduction for in- 


litigation expenses 


curred in unsuccessfully defending a 
civil mail fraud order that barred the 
taxpayer from using the mails, on the 
ground that in that case the taxpayer 
was attempting to prevent the destruc- 
tion of his business, but here taxpayer 
is not attempting to retain his employ- 
ment with the bank. The payment is not 
165, 


frustrate 


deductible as a loss under Section 


since to allow the loss. would 


public policy. The court allowed the 
interest deduction, since it finds the in- 
terest is not a penalty but rather repre- 
sents compensation to the bonding com- 
pany for use of its money. Wusich, 35 


TC 279, acq., IRB 1961-26. 


Can deduct state taxes on gain from 
sale in 337 liquidation. Pursuant to a 
plan of liquidation under Section 337 
of the Code, a corporation sold all of 
its assets and, distributed the proceeds 
to its shareholders less assets retained to 
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meet claims. The territory of Hawaii 
assessed taxes measured by including the 
gain on the sale of the assets. The Com- 
missioner disallowed a portion of the 
taxes allocable to gain on the sale of 
assets, assigning as the reason therefore, 
that Section 265 of the Code “prohibits 
the deduction of expenses allocable to 
income exempt from Federal income 
tax.”” Section 337 provides that, if a 
corporation adopts a plan of complete 
liquidation and within the 12 month 
period beginning on the date of the 
adoption of the plan of liquidation, all 
of the assets of the corporation are dis- 
tributed in complete liquidation, less 
assets retained to meet claims, no gain 
or loss shall be recognized to the corpo- 
ration from the sale or exchange by it 
of property within such 12 month period. 
Section 265 relates to expenses allocable 
to income “wholly exempt” from taxes. 
This court says that there is a distinction 
between “wholly exempt income” and 
income on which “no gain or loss is 
recognized” and that Section 265. is in- 
applicable. It therefore holds that the 
Government erroneously disallowed state 
taxes attributable to the gain on the sale 
even though the gain is not taxed. 
Hawaiian Trust Co., Ld., CA-9, 5/25/61. 


Abandonment of intention to build 
creates no loss for demolition of build- 
ing. When a taxpayer buys real estate 
upon which is located a building which 
he razes with a view to erecting an- 
other the 
sustains no deductible loss by the demo- 


building thereon, taxpayer 
lition of the old building and no de- 
ductible expense for the costs of such 
removal. The value of the real estate, 
exclusive of the old improvements, is 
presumably equal to the purchase price 
of the land and building plus the cost 
of removing the useless building. The 
taxpayer purchased improved real estate 
with a view toward tearing down the 
improvements and building a_super- 
market thereon. The taxpayer, however, 
was unable to acquire all of the neces- 
sary land and the intention to build was 
abandoned, This court holds that subse- 
quent events causing the abandonment 
of the original intention to build does 
not create any demolition loss or make 
the expenses of removing the old build- 
ing deductible. Super Markets, Inc. DC 
N. Y., 5/16/61. 


Insider can deduct profits recoverable 
by corporation under SEC rules. Sec- 
tion 16(b) of the Securities Exchange 
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Act provides that profits realized by an 
insider (officer, director or beneficial 
owner of more than 10% of the corpo- 
ration’s stock) from the sale of the corpo- 
ration’s stock within six months of its 
purchase inures to and is recoverable by 
the corporation. The purpose of this 
section is to prevent the unfair use of 
information obtained by the insider. 
The IRS, in revoking IT 4069, 1952-1 
CB 28, rules that the deductibility of an 
insider's payments pursuant to or as a 
result of 16(b) be 
denied on the ground that it frustrates 
sharply defined public policy. The sec- 
tion neither renders the insider’s actions 


Section will not 


unlawful nor states that the amount to 
be paid constitutes a penalty. The in- 
come tax significance of the capital stock 
dealings giving rise to the payment de- 
termines whether it is deductible as an 
ordinary or capital loss. Rev. Rul. 61- 
115. 


Payments to retain property in settle- 
ment of suit for specific performance 
are capital expenditures. Taxpayer, the 
owner of two parcels of real estate, leased 
them under an agreement giving the 
tenant an option to purchase the two 
properties upon tendering $10,000 in 
cash, and also gave taxpayer an option 
to cancel the lease upon payment of 
the sum of $125,000. The tenant elected 
to exercise his option to purchase and 
tendered $10,000 in cash. Taxpayer re- 
fused to honor the option and the ten- 
ant brought an action for specific per- 
formance. Taxpayer counterclaimed that 
he had cancelled the option and lease. 
Under an agreement of settlement, tax- 
payer conveyed one property to the 
tenant; cancelled notes of the tenant in 
the amount of $2,000; and paid the ten- 
ant $6,000 in cash. The court holds the 
amounts paid were not deductible as a 
loss but constituted an additional cost 
of retaining control of the other prop- 
erty. Nor were the payments, in the al- 
ternative, expenses for the conservation 
and maintenance of income producing 
property. They constituted capital ex- 
penditures rather than ordinary and 
necessary expenses. The Commissioner’s 
determination that taxpayer realized a 
capital gain, upon conveyance of the 
transferred to the tenant, of 
the difference between the fair market 


property 


value of that property and its adjusted 
basis is sustained on the grounds that 
of an 
obligation to the tenant and was dis- 
charged in order to retain the other 


the transfer was in satisfaction 
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property. Similarly when taxpayer can- 
celled the notes he received income 
measured by the difference between their 
face and their lower basis. But because 
there was no sale or exchange, the gain 
thereon is taxable as ordinary income. 
Wise, TCM 1961-174. 


BAD DEBTS 


Additions to bad debt reserve not justi- 
fied. A commercial factor sought to 
justify an addition of $61,000 to an 
existing bad debt reserve of $82,000 by 
presenting evidence calculated to estab- 
lish the shaky character of 13 loans out- 
standing at the end of the year. Its bad 
debt losses for a six year period ending 
with the taxable year totaled $94,000. 
The the 
loans outstanding as of the end of the 
different 
quality from the loans made in prior 
years, and finds the Commissioner did 
not abuse his discretion in disallowing 
as a deduction the claimed $61,000 ad- 
dition to the reserve. Ballay & Co., Inc., 
TCM 1961-169. 


court is not convinced that 


year were in character or 


Additions to reserve for bad debt must 
be made prior to filing of return. Tax- 
payer, a domestic building and loan as- 
sociation, during the years 1953-1955 
credited its bad debt reserve, legal re- 
serve, and reserve for contingencies with 
amounts less than its net income for 
those years. Section 23(k)(l) of the 1939 
Code [Section 593 of the 1954 Code] 
would have allowed taxpayer to credit 
the full amount of its net amount to its 
bad debt reserve since under the Code 
such is deemed a reasonable 
addition to the reserve. Taxpayer con- 
tends that it should be allowed a deduc- 
tion equal to its net income notwith- 
standing that there was no entry made 
to that effect. The court holds against 
taxpayer, finding that (1) to obtain the 
deduction taxpayer must credit the bad 
debt reserve no later than the time the 
return is filed; taxpayer cannot retro- 
actively make this entry and (2) the 
legal reserve account is in reality a bad 
debt reserve notwithstanding that divi- 
dends were paid from this account, and 
taxpayer can therefore deduct amounts 
credited to this account. The court finds 
that the dividends which were paid from 
the account came from pre-1952 accumu- 
lations and allows the full amount of 


amount 


the credit since the reserve account was 
at all greater than the total 
amounts credited during the years in 


times 


question. The reserve for contingencies 
is not a bad debt reserve and no deduc- 
tion is allowed for amounts credited to 
this account. Rio Grande Building & 


_ Loan Association, 36 TC No. 68. 


Non business bad debt allowed for 
guaranty on behalf of insolvent corpo- 
ration. A doctor and his family owned 
a controlling interest in an automobile 
company which became hopelessly in- 
solvent in 1956. The doctor, as guaran- 
tor and endorser of its 
paper, was required to make payments 
totalling $19,000. Although he alleged 
that he had lent money to the organizer 
of the company as well as the company 
itself, the court finds the evidence falls 
far short of demonstrating that he was 
carrying on the business of lending 
money and so entitled to a full deduc- 
tion of the loss as a business bad debt. 
Accordingly the guaranty payments on 
behalf of the insolvent corporation re- 
sult in nonbusiness bad debts which, 
under the Code, are treated as short 
term capital losses. Kuljis, TCM 1961- 
191. 


Bad debt reserve restored to income at 


337 sale; no addition in that year is | 


proper. In October of its taxable year, 


taxpayer liquidated under Section 337 | 


and thus realized no taxable gain on 
sale of its assets including its receivables. 
Prior to October taxpayer had added 
some $44,000 to its bad debt reserve to 
bring it, after write offs of bad accounts, 
to 5%, of its receivables. Actually, though 
the receivables were sold at a 5% dis 
count from face, the proceeds exceeded 
basis and taxpayer had a gain on that 
sale. Because there was no loss on the 
sale the Commissioner disallowed any 
addition to the reserve during the year 
and in addition held that the remain- 
ing balance was unneeded and must be 
restored to taxable income. The court 
agrees. The reasonableness of the addi- 
tions to the reserve must be determined 
as of the end of the year by which time 
it was clear there was a gain not a loss 
on the receivables. Hence no addition 
during the year can be allowed. In 
accord with West Seattle National Bank 
(34 TC 341, aff'd 288 F.2d 47) the court 
holds that the unused balance in the re- 
serve is ordinary income; there was no 
sale and hence 337 is inapplicable. 


Further, certain accounts collected dur. | 


ing the year which had previously been 
completely written off, were ordinary in- 
come. Handelman, 36 TC No. 57. 
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Tax Court in post-Harvey cases 


finds tax-home concept still not clear 


by JOSHUA WACHTEL 


The Ninth Circuit’s Harvey decision, refusing to follow the Tax Court’s temporary- 


v.-indefinite rule for determining whether expenses away from home are deductible, 


laid down a new test—whether the employee knew there was a reasonable prob- 


ability that the job at the new location would last a long time. Already difficulties 


in applying this test are apparent and the IRS has said it will not follow it. Dr. 


Wachtel examines the Tax Court’s analysis of Harvey and foresees considerable 


litigation in the area before the problem is solved. 


Bei: the simplicity of the Code 
provision allowing meals and lodg- 
ing while away from home, application 
of the rule in a way that makes economic 
sense has proved not to be easy for either 
tax men, the courts, or the IRS. The 
meaning of home for tax purposes is one 
of our oldest and most knotty problems. 
Harvey (283 F.2d 491, CA-9) the latest 
appeals court decision seemed to lay 
down a new and simpler test than the 
Tax Court’s rule that expenses would 
be allowed for a temporary job but not 
indefinite duration. Character- 
izing that test as mechanical and not 
furthering the purposes of the statute, 


one of 


the court in its Harvey opinion, ob- 
that there is little legislative 
history regarding the section. “The aim 


served 
of Congress”, the court continues, ‘was, 
apparently, to equalize the burden be- 
tween the taxpayer whose employment 
requires business travel and the taxpayer 
whose employment does not. The tax- 
payer who is away from home for short 
periods of time has the burden both 
of maintaining his home abode and of 
meeting the living expenses of his place 
of employment. It is not reasonable to 
expect the employee to dispose of his 
home every time the requirements of 
his employer’s business necessitate his 
being away for an indefinite period of a 
few weeks or a few months; hence a 
special deduction is allowed to mitigate 
the burden which this taxpayer carries. 

“Given this intention of Congress, the 
temporary-v.-indefinite rule did not,” 


the Ninth Circuit said, ‘further the 
legislative purpose of eliminating the 
double burden imposed upon such tax- 
payers. It is quite unreasonable to ex- 
pect an employee on an assignment of 
duration to 
dence to his new station.” 

Harvey’s situation was typical of the 
cases that have caused such difficulty. He 
was employed at Douglas Aircraft Com- 
pany’s plant in El Segundo, California, 
from 1940 to 1952. In 1952, he was trans- 
ferred to work in its testing division in 
Santa Monica, California. As part of the 
conditions of his working in the testing 
division he had to agree to travel. He 
was sent to Edwards Air Base, 117 miles 
from Santa Monica. He stayed there 
from December 15, 1952, to about the 
end of January 1954. The employer con- 
sidered taxpayer as on temporary assign- 
ment. He was told that he would have 
to work at Edwards as long as needed. 
An estimate of the time required to com- 
plete a job was made by the employer 
but this classification 
never revealed to the employee. Some 
jobs lasted a few months while others 
lasted as much as two years. 

At issue in the case was the deductibil- 
ity of Harvey’s board and lodging in 
1953 near Edwards; his family remained 
in his home in Santa Monica. 

The Tax Court denied the expenses 
because the employment was not tem- 
porary. The Ninth Circuit analyzing the 
few Supreme Court décisions in the area 
and finding in them no support for the 


indefinite move his resi- 


information was 
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temporary-v.-indefinite rule asked “Can 
a test effectuating the legislative pur- 
pose be devised?” 

“An employee might be said to change 
his tax home”, the court continued, “if 
there is a reasonable probability known 
to him that he may be employed for a 
long period of time at his new station. 
What constitutes ‘a long period of time’ 
varies with circumstances surrounding 
each case. If such be the case, it is rea- 
sonable to expect him to move his 
permanent abode to his new station, and 
thus avoid the double burden that the 
Congress intended to mitigate. On the 
other hand, if it is very likely that tax- 
payer’s stay away from home will be 
short; then it seems quite reasonable to 
expect him to move his domicile, even 
though it cannot be said that his em- 
ployment will terminate ‘within a fixed 
or reasonably short period,’ to use the 
words of the Tax Court. 

Applying this test, the court found 
Harvey entitled to deduct his board and 
lodging in 1953 while living near Ed- 
wards base. 

In general terms, we can sum up the 
Harvey test as: 

1. The taxpayer is required to travel 
because of his employer’s business. 

2. He is unable, under the circum- 
stances known to him, to determine the 
length of time he will have to be away. 

3. He will not be away for a long 
period of time. The meaning of the 
term “long period of time” will depend 
upon the circumstances, such as location 
of new post and special factors surround- 
ing each assignment. 


Supreme Court decisions 


In its Harvey opinion, the Ninth Cir- 
cuit analyzed the Supreme Court cases 
dealing with home and found in them 
no support for the temporary-v.-in- 
definite rule. The earlier case, Flowers 
(326 U. S. 465, 1946), did not turn on a 
definition of home. The Supreme Court, 
considering the expenses of a lawyer 
who maintained a home and office in 
one city but traveled to and spent much 
time in another city while acting as gen- 
ern counsel of a corporation with its 
offices there, based its decision on the 
fact that there did not exist the neces- 
sary relationship between the expendi- 
tures and the employer’s business. The 
court stated that there are three condi- 
tions that must be met before a deduc- 
tion may be allowed. They are: 

1. The expense must be reasonable 
and necessary traveling expense, as that 
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term is generally understood. This in- 
cludes such items as transportation fares 
and food and lodging expénses incurred 
while traveling. 

2. Te must 
while away from “home”. 


expense be incurred 

3. The expense must be incurred in 
pursuit of business. This means ‘that 
there must be a direct connection be- 
tween the expenditure and the carrying 
on of the trade or business of the tax- 
payer or of his employer. 

The minority opinion in Flowers is 
very interesting and goes much further 
than the majority. Mr. Justice Rutledge, 
expressing the opinion of the minority, 
noted that if Congress had meant to say 
something other than “home” it would 
have done so. It would have said ‘‘busi- 
When it used the 


it used it in everyday 


ness headquarters”. 
word “home”, 
parlance, not in some twisted or special 
meaning of “tax home” or “tax head- 
quarters’’. 

The problem was presented to the 
Supreme Court again in Peurifoy (358 
U.S. 59, 1958). The Tax Court had held 
that Peurifoy’s employment as a con- 
struction worker at a site different from 
his permanent residence, for continuous 
periods of 2014 months, 1214 months, 
and 814 months was temporary. The 
court of appeals reversed saying that the 
employment was indefinite, not tem- 
porary. 

The Supreme Court refused to disturb 
the factual determination made by the 
court ‘of ‘appeals arid thus again avoided 
any definitive*action upon the meaning 
of the word “home”. 

[he minority opinion is of great 
value. It emphasized that home is not 
synonymous with place of the employer’s 
business and that a taxpayer who is 
forced to travel from place to place in 
order to carry on his trade would under 
the majority’s rule have to carry his 
“home” on his back, even though he has 
his family located at a place that meets 
all accepted definitions of the word 
“home.” 

The rule laid down in Harvey appears 
to be quite in accord with’ the desire 
of the Supreme Court minority for a test 
which takes into account the practical 
necessities facing the taxpayer when he 


undertakes a job involving travel. 


Stephenson 


However, application of the Harvey 
rule will not be without difficulty. The 
first post-Harvey case in the Tax Court 
raised a lurking question. It was Stephen- 
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son, (TCM 1961-27), and it involved a 
paymaster for a construction company. 
He lived in Savannah. His employer sent 
him in May of 1954 to a town 166 miles 
away from Savannah to work on a con- 
tract that was expected to last ten or 
eleven months. In November of 1954, 
the employer obtained another contract 
in the area that was expected to last an 
additional ten or eleven months. ‘The 
employer obtained additional jobs, so 
that the taxpayer’s stay in area lasted 
until June, 1956. The Tax Court dis- 
allowed the deduction because there was 
a probability, known to the employee, 
that he would be away long enough to 
warrant moving his family. 

The Tax Court’s opinion in Stephen- 
son stressed the distinction between the 
Peurifoy and Harvey facts. In Peurifoy 
the travel bore no relation to the em- 
ployer’s business; in Harvey the tax- 
payer had been told that his job re- 
quired him to travel. Thus Harvey in- 
volved only the second of the three 
Flowers ‘tests (reasonable amount, - in- 
curred away from home, and connected 
with employer’s business) and the Su- 
preme Court’s discussion of the tempo- 
rary-v.-indefinite rule in Peurifoy, being 
concerned with the “exigencies of the 
employer’s business”, is not pertinent to 
the Harvey situation where travel was 
required by the job. 

In its very brief Peurifoy opinion the 
Supreme Court said merely that under 
the Flowers test, expenses are allowed 
only if required by the exigencies of the 
employer’s business. It then went on: 

'“To this rule, however, the Tax Court 
has engulfed an exception which allows 
a deduction for expenditures .-. 
the taxpayer’s employment is ‘tempo- 


. when 


tary’ as contrasted with ‘indefinite’ or 
... The respondent [the 
Commissioner] does not in the present 
case challenge the validity of this excep- 


‘indeterminate’ 


tion to the general rule.” 

In Harvey the Ninth Circuit com- 
mented that this argument of the Sup- 
reme Court was not applicable to the 
Harvey problem (Harvey’s travel was 
required by the employer’s business). It 
said “What is important to the case at 
bar [Harvey] is the fact that the court in 
Peurifoy regarded the indeterminate na- 
ture of taxpayer’s employment as bear- 
ing only on the question of whether 
taxpayer could qualify for the deduction 
despite the fact that he did not meet the 
Flowers requirement that the expense 
he incurred was because of the exigencies 
of the employer’s business.” 


The Tax Court in Stephenson com- 
plained, “It may be that a different ap- 
proach should be used in determining 
whether a taxpayer's employment is 


‘temporary’ for meeting one of the con- 


ditions laid down by the Supreme Court 
in the Flowers case than is used in de- 
termining whether it meets the other, 
although we find it difficult to rational- 
ize why when in both instances the basic 
questions is whether the expenditure is 
an ordinary and necessary business ex- 
pense or a personal living expense and 
the test in either case 
whether the employment is so temporary 


seems to be 


as to convert what would otherwise be 
a personal living expense into a de- 
ductible business expense”. However, 
since the Tax Court found that Stephen- 
son’s expenses were related to the exi- 
gencies of, his employment, the court 
found that it need only apply the Har- 
vey case. At the time taxpayer was sent 
on the job “we do not think it could be 
foreseen that his employment there 
would terminate within such a fixed or 


reasonably short period of time to 
justify him in maintaining his home in 
Savannah and living in a hotel... if 


probably duration alone were the cri- 
teria”. The court suggests that the main- 
tenance of two due to 
Stephenson’s personal preference, his 
wife being employed near Savannah. 
The court disallowed his expenses. 


homes was 


IRS adamant 


In TIR-314 the IRS announced that 
while an application for certiorari would 
not be made in the Harvey case, it would 
not follow the test which the Ninth Cir- 
cuit there applied. It will continue to 
use its usual temporary-v.-indefinite test, 
under which a taxpayer is not traveling 
away from home unless at the time his 
employment at a new duty station is 
begun, its termination within a reason- 
ably short period of time is foreseeable. 
The IRS cited Peurifoy as supporting 
its position. 

It is indeed a sad commentary on our 
tax law that answers to the question of 
tax home which is so important to so 
many taxpayers (and small taxpayers 
who carmot afford protracted litigation) 
should'depend on such fine-spun logic. 
The test laid down in Harvey ought not 
to be ‘limited to cases which the 
travel is télated to the employer's busi- 
ness. A ‘simple across-the-board applica- 
tion of ‘the test “Was it reasonable at 
the time to incur additional expense for 
meals‘#nd lodging in a separate location 


in 
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rather than move one’s family”. would 
bring reason and logic into place of 
hair splitting. The hope springs eternal 


that when again the issue comes to the 
Supreme Court, it will deal with it 
boldly. w 


Private annuities: an attractive but 


still hazardous planning device 


by SHELDON V. EKMAN 


Though a private annuity can be an ideal solution to a tax planning problem the 


planner will think long and hard about both tax and nontax aspects before he 


recommends it. Mr. Ekman considers the income, estate and gift tax problems of 


both the annuitant and the obligor and points out the numerous areas in which 


the cases and rulings are as yet silent. 


I’ SPITE OF THEIR complexity, private! 
annuities have a definite utility in 
appropriate situations, and, if employed 
with proper knowledge of the problems 
involved, have a place in estate plan- 
not be for- 
gotten that the creation of such an an- 


ning. However, it should 
nuity will carry tax consequences not 
only for the annuitant, but also for the 
transferee of the property? who pays the 
annuity. Moreover, a consciousness of 
estate tax problems of the annuitant is 
not enough, for the transaction may 
have income or gift tax consequences for 
him as well. And in some instances the 
annuitant and the payor of the annuity 
have divergent interests; for ex- 
ample, if appreciated property is trans- 
the annuitant might..wish to 
avoid tax on capital gain by treating 


may 
ferred, 


the appreciation as a gift, whereas the 
payor might be better served by treat- 
ing it as consideration, since he would 
thereby acquire an increased basis for 
the property. 

take several 
forms: perhaps the simplest type in- 


Private annuities may 
volves the transfer of income-producing 
property by an elderly parent to his 
children in exchange for a fixed annual 
amount to be paid for the life of the 
parent. A variation of this arrangement 
sets no specific annual amount but in- 


volves merely the promise of the 
children to support the parent for his 
lifetime. A more recent arrangement 


which has acquired considerable notice 
is the type of private annuity offered by 
a charity (often a college or university) 
whereby the charity undertakes to pay 
an annuity for the life of the, transferor 
of property; current limitations in this 
area will be discussed below.” Still an- 
other form which, while not ordinarily 
called a private annuity, comes within 





the is a trust, 
intervivos, whereby the beneficiary is 
given the right to invade principal each 
year in an amount which will consume 
the entire corpus of the trust over the 
normal expectancy of the beneficiary’s 


term, testamentary or 


lifetime. 


Practical problems 


Before discussing the tax 
treatment and problems of private an- 
nuities, it is proper to observe that the 
creation of a private annuity gives rise 


specific 


to certain practical problems for the 
For appreciated 
property is transferred and a gift tax 
is incurred, the annuitant is at once 
faced with the practical problem of 
obtaining the funds with which to make 
payment of the gift taxes. If the only 
source of 


parties. instance, if 


annuitant is 
the very property which he transfers, 
this poses a serious problem. One solu- 
tion may be to have the transferee as- 
sume the burden of the gift tax to be 
paid, either by having the transferee 
pay the tax directly out of the income 
of the property or by having him make 
larger annual payments to the trans- 
feror. 


income of the 


From the viewpoint of the annuitant 
there is another serious practical risk in- 


1 It is desirable for present purposes to distinguish 
between commercial and non-commercial or pri- 
vate annuities. A commercial annuity is a contract 
issued for cash by an insurance or other company 
regularly engaged in the business of issuing such 
contracts, the terms or cost of which are fixed ac- 
cording to generally accepted actuarial or mortal- 
ity tables. The term non-ccmmercial or private 
annuity, as used herein, may be defined generally 
as including all other arrangements pursuant to 
which cash or other property is transferred in ex- 
change for the undertaking of the transferee to 
make payments for a term certain or for the life 
of the transferor. 

The foregoing two types of annuity 
course not susceptible of a sharply defined line of 
separation, and certain kinds of annuities may in- 


are of 
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volving his lack of security if the trans- 
feree sells or otherwise disposes of the 
income-producing property. It is of 
course true that the annuitant has avail- 
able to him the usual legal remedies 
which any obligee has in the event of a 
breach of contract. But the tangible 
benefits to be derived by invoking those 
remedies will be of cold comfort indeed 
if the obligor, having transferred the 
property, is without other assets from 
which to make the annuity payments. 
Yet at the same time it may be difficult, 
as a practical matter, to impose effective 
restraints on alientation, and what is 
even worse, any attempt to impose such 
restraints in order to provide a security 
device for the annuitant carries with it 
the danger that the Internal Revenue 
Service may regard the security device as 
a right of reverter which will render the 
value 
nuitant’s estate. 


thereof includible in the an- 

Changes in the economy may pose 
other potential difficulties in the use of 
private annuities. The yield from the 
property transferred may be drastically 
diminished through changes in the in- 
terest rate or other similar factors, and 
if an downtrend 
long enough or if a change in the par- 


economic continues 
ticular business occurs, the income from 
the property may cease entirely. In this 
connection the transferor must consider 
whether or not he should retain any 
right to compel the payor to dispose of 
the property or to mortgage it and to 
reinvest the proceeds in other property 
which will provide sufficient income out 
of which he may discharge his obliga- 
tion to the annuitant. Such questions 
are not properly tax matters, but before 
any private annuity transaction is recom- 
mended, careful consideration should be 
given to all the practical aspects by both 
the and the transferee 
their professional advisors. 


annuitant and 


Income tax consequences 


The income taxation of the annui- 
deed share some of the characteristics of both com- 
mercial and non-commercial types. For example, 
contributory pensions or employees’ annuities paid 
by an employer may or may not be funded by an 
insurance company, and may or may not be com- 
puted with actuarial tables or tables of mortality. 
2 With respect to commercial annuities purchased 
from insurance companies or private annuities 
purchased for cash, the statutory rules are clear 
and present few, if any, problems. But the usual 
non-commercial or private annuity transaction 
contemplates the transfer of property by the an- 
nuitant, and in arrangements of this type vexing 
problems often inhere. One of the first problems 
is that of determining the cost of the annuity in 
order to compute the exclusion ratio. Even if it be 
assumed that the fair market value of the trans- 
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tant’ in a private annuity is governed 
by the same rules as those applicable to 
a commercial annuity, i.e., the annui- 
tant is entitled to exclude from income 
annually the amount computed by di- 
viding cost by his life expectancy. But 
the Commissioner draws a distinction 
between a commercial. annuity and a 
private annuity with regard to the de- 
termination of cost. The Internal Rev- 
enue Service considers that a private 
annuity transaction actually consists of 
two steps: (1) a sale of the property, 
and (2) a purchase of an annuity with 
the sales proceeds. The adoption of the 
sale-purchase theory by the Commis- 
sioner in Rev. Rul. 2394 
consistent therewith the Commis- 
sioner requires that the fair market value 
of the property at the date of transfer, 
rather than the adjusted basis of the 
annuitant in the property, be used as 
the cost of the annuity. 


is embodied 
and 


It appears well settled that no gain 
is realized at the date of transfer5 and 
accordingly no tax is then payable. The 
courts reach this result because the un- 
secured promise of the transferee is 
considered to be without ascertainable 
fair market value, since there is no as- 
that make 
the annual payments. Rev. Rul. 239, 
supra, adopts this approach, citing cases 


surance he will be able to 


such as Hill’s Estate v. Maloney,® which 
involved transfers of property to indi- 
vidual members of the annuitant’s fam- 
ily. These cases are based on a rationale 
which is supportable on their particular 
facts, but there is some question as to 
how far they may be applicable to dif- 
ferent facts. For example, while the 
naked unsecured promise of an indi- 
vidual is held to have no ascertainable 
fair market also of 
the promise of a trustee? And compare 


value, is this true 
the trustee of a trust whose only res 
is the with 
whose trust owns substantial assets and 
has large other income out of which 


annuity payments may be made. It has 


property transferred one 


ferred property at the date of transfer determines 
the cost of the annuity—and such an assumption 
is not always safe—the determination of that 
value is frequently difficult, and there is no assur- 
ance that a value so arrived at will be acceptable 
to the Internal Revenue Service upon audit as es- 
tablishing the cost of the annuity. 

% Under the provisions of the 1939 Code Section 
22(b) (2), an annuitant was taxed each year upon 
so much of the payment received as equalled 3% 
of the consideration he had paid for the annuity; 
the remainder of each annual payment was free of 
tax until such time as the excluded amounts 
equalled his cost. Once cost was recouped, the en- 
tire amount received was thereafter subject to tax. 
Under this rule, it often occurred that annuitants 
died before they had recovered their costs tax-free. 
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been suggested that the promise of any 
promisor (whether an individual, trust 
or corporation) who is not engaged in 
the business of writing annuities is with- 


out ascertainable fair market value, re-. 


gardless of the solvency or net worth of 
the promisor.7 But this seems to go 
beyond the rationale of the cases cited 
to support the proposition. The use of 
a trust has already proved dangerous 
for estate tax purposes,8 and it is well 
to view the estate tax cases as a guide 
to potential income tax consequences. 
One thing is certain: if the payor is a 
commercial insurance company, the an- 
nuitant will be taxed when the an- 
nuity contract is received by him.? The 
unsettled problem is, at what point 
between the promise of an individual 
transferee and that of a commercial in- 
surance company the line of taxability 
begins. 


Transfers of appreciated property 

The effect of the foregoing rules is 
that the anuitant under a private an- 
nuity is taxed only at the times and to 
the extent that he receives payment, and 
then his tax is governed by the provi- 
sions of Section 72. This treatment is 
especially helpful to the transferor of 
appreciated property since the tax on 
his capital gain is postponed and spread. 
The annuitant is permitted to exclude 
from each payment the amount com- 
puted by dividing his life expectancy 
into the fair market value of the prop- 
erty, which is deemed to be his cost. 
The remainder of each annual payment 
is subject to tax as ordinary income. 
When the original cost basis of the 
property been fully recouped 
through annual exclusions, the previous- 
ly excludable portion is taxed each year 
as capital gain until the full amount of 
appreciation has been taxed; thereafter, 
the exciudable portion resumes its tax- 
free character. 

Consistent with the theory that no 
closed transaction has taken place at 


has 


In order to provide a more equitable method of 
taxing annuities, Congress made _ substantial 
changes in the statute when it enacted Section 72 
of the 1954 Code. As a result, under present !aw, 
the annuitant is entitled to receive tax-free a por- 
tion of each annual payment equal to the ratio 
computed by dividing his cost by his life expec- 
tancy at the annuity starting date. The annuitant 
is allowed to exclude the amount computed by the 
use of this exclusion ratio from taxable income an- 
nually, even if he outlives his life expectancy. The 
remainder of each annual payment is taxed as or- 
dinary income. The provisions of Section 72 ap- 
pear more likely to allow a greater proportion of 
annuitants to recover their full costs tax-free than 
did the old 3% rule. Furthermore, since under the 
new provision the taxable amount remains con- 


the date of transfer of appreciated prop- 
erty in exchange for an annuity, so that 
no gain is then realized, the courts hold 
that any loss incurred upon the transfer 
is not deductible in the year of ex. 
change.1° This result follows logically 
from the basic assumption that the 
promise of the payor is without ascer- 
tainable fair market value from which 
the amount of any loss can be com- 
puted. Moreover, the courts reason that 
the annuitant has not entered into the 
transaction for profit. This latter con- 
clusion does not bear close scrutiny, for 
the transferee has been allowed to de- 
duct as losses the payments made by 
him in excess of the value of the prop- 
erty transferred, upon the specific ra- 
tionale that the transaction was one 
entered into for profit by the trans- 
feree.11 But the annuitant is not allowed 
any loss deduction, either at the date of 
transfer, or at death in the event that 
he fails to live long enough to recoup 
his cost of the annuity,12 because the 


courts insist that he has not entered | 


into a profit-motivated transaction. Yet 
there is apparent agreement that if the 
property is sold and thereafter the an- 
nuitant fails to live long enough to re- 
ceive payments equal to the value of the 
property, the transferee-payor is in re- 
ceipt of taxable income.13 


Income tax of transferee 


Rev. Rul. 55-119 prescribes rules for 
the treatment of basis problems by the 
transferee and for the determination of 
gain or loss. These questions are com- 
plex and there are still areas in which 
the applicable rules are not easily de- 
terminable, in spite of the Commission- 
er’s comprehensive ruling. In at least 
one important aspect the ruling is in 
conflict with the Sheridan case; yet the 
ruling does not mention that case, even 
though the Commissioner’s acquiescence 
in the decision has been published. 

The Commissioner adopts the premise 
that where the transferee is not in the 


stant, the former sharp increase in taxable in- 
come, once cost has been 
eliminated. 

4 1953-2 CB 53. 

5 J. Darsie Lloyd, 33 BTA 903; Estate of Bertha F. 
Kann, 174 F.2d 357 (CA-3, 1949). 

58 F.Supp. 164 (DC NJ 1945). 

7 See 10 J. Tax 324 (June, 1959). This is based on 
cases such as those cited in Note 5, supra. 

8 Updike, 88 F.2d 807 (CA-8, 1937). 

® Morse, 202 F.2d 69 (CA-2, 1953). 


recouped, 


10 Evans V. Rothensies, 114 F.2d 958 (CA-3, 1940). | 


1 Donald H. Sheridan, 18 TC 381 (1952) (Acg.). 


12 Industrial Trust Co. v. Broderick, 94 F.2d 927 | 


(CA-3, 1938) cert. den. 304 U.S. 572. 
18 Donald H. Sheridan, supra; Rev. Rul. 55-119, 
1965-1 CB 352. 
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Sheldon V. Ekman is a member of the 
New York Bar. This article is based on a 
paper presented in March at the Estate 
Planning Conference of the Ohio State 
University College of Law and which 
has recently been published in the Ohio 
State Law Journal.] 





business of writing annuities, there can 
be no closed transaction until the death 
of the annuitant. Accordingly, there 
can be no determination of the cost of 
the property to the transferee until he 
is released from his obligation to make 
payments by the death of the annuitant. 
rhe total amount of payments actually 
made during the life of the annuitant 
is then fixed as the cost of the property. 

It is at once obvious that this rule will 
be inadequate where business property 
is transferred, since the transferee must 
know his basis immediately in order to 
compute depreciation. The ruling pro- 
vides that basis in such case shall be the 
actuarial value of the payments which 
transferee 
the 


the is obligated to make 
life expectancy, 
and permits depreciation of such basis 
the actual annuity 
payments have equalled the amount of 


basis so computed. If payments continue 


over annuitant’s 


until transferee’s 


thereafter, the additional annuity pay- 
ments may be added to basis for depre- 
ciation purposes. This latter provision 
overlooks the Tax Court’s rule in Sheri- 
dan, which allows the deduction of an- 
nuity of basis as 
losses in the year paid. Upon the death 


payments in excess 
of the annuitant, the ruling provides 
that the total of actual payments shall 
be the basis for subsequent depreciation. 

Under the Commissioner’s ruling it 
is possible to have three different cost 
bases for depreciation, and thus three 
annual deduction 
for depreciation on the same property. 


different amounts of 
The Sheridan rule, on the other hand, 
by allowing payments in excess of basis 
the 
paid, maintains the amount of deprecia- 


to be deducted as losses in years 
uion deduction at a constant figure. 

In the event of sale or disposition of 
the property after the death of the an- 
the is the total of 
innuity payments made by the trans- 


nuitant, cost basis 
feree. If the disposition takes place dur- 
ing the annuitant’s life, and a gain re- 
sults, the basis is the sum of actual pay- 
ments made to the date of disposition, 
plus the actuarial value of payments to 
be made, determined according to the 
annuitant’s life expectancy. If a loss is 
incurred, however, the basis to be used 


is merely the amount of payments made 
to the date of sale. No gain or loss will 
be recognized if the property is disposed 
of for a price which is less than the 
basis for gain but more than the basis 
for loss. 

If, after the property has been sold 
or disposed of, the transferee continues 
to make annuity payments to the point 
where the total payments made both 
before and after the sale exceed the 
basis used in determining gain or loss 
on the disposition, he may deduct the 
excess as a loss in the year or years of 
payment. As a result, in cases where loss 
was recognized on the sale, all subse- 
quent annuity installments will be de- 
ductible as losses. If neither gain nor 
loss was recognized upon the sale, such 
payments will be deductible only after 
total actual payments, less depreciation 
allowed or allowable for the period the 
transferee held the property, exceed the 
selling price. 

If the property is sold at a gain, and 
the transferee pays a tax at the date of 
sale on the gain thus recognized, the 
transaction is still not regarded as closed. 
Thus, if it appears at the death of the 
annuitant that the total amount of an- 
nuity payments made by the transferee- 
seller is less than the unadjusted basis 
used in computing gain on the sale, the 
excess of basis over payments made is 
taxable as income to the transferee in 
the year of the annuitant’s death. If the 
sale gave rise to a loss, there will of 
course be no gain upon the death of the 
annuitant, but if the sale resulted in 
the recognition of neither gain nor loss, 
and the total payments less depreciation 
are less than the sales price, taxable in- 
come to the transferee in the year the 
annuitant dies will result. 


Gift tax consequences 

Ordinarily, the exchange of property 
for a private annuity will not give rise 
to gift tax, since the usual transaction 
involves an exchange of equal values. 
But in the the property 
transferred is worth more than the value 
of the annuity, there is lack of adequate 
consideration and gift tax problems 
arise. The first problem is that of valu- 
ing the annuity received. While in most 
annuity situations the fair market value 
of the property at date of transfer is 
deemed to be the cost of the annuity, 
the rule with respect to gifts is different. 
It is to determine the ac- 
tuarial value of the annuity, and this 
may be done either by reference to the 


case where 


necessary 
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cost of a comparable annuity from a 
commercial insurance company, or by 
reference to the expectancy tables con- 
tained in the Commissioner’s estate and 
gift tax regulations.14 The courts seem 
to prefer the use of the Commissioner's 
mortality tables.15 Once the actuarial 
value of the annuity is thus determined, 
any excess value of the property trans- 
ferred is taxable as a gift. 

An exchange of unequal values will 
not always be held to result in gift tax. 
In Beattie1® the donor transferred to a 
college property valued at much more 
than the actuarial value of the annuity 
the college agreed to pay him. Nonethe- 
less, the court found that the entire 
value of the property was the cost of the 
annuity and that no part of the prop- 
erty was a gift. Under the then appli- 
cable law, the effect of the court’s hold- 
ing was that 3% of the entire value of 
the property was taxable to the annui- 
tant each year. Had a specific amount 
been denominated as a gift to the col- 
lege, it may well be that the result in 
the case would have been different. And 
a similar transfer to a member of the 
annuitant’s family might, under present 
law, lead to a different conclusion. The 
case is of interest, however, as an indi- 
cation that gift tax need not always be 
incurred by an exchange of unequai con- 
siderations.1!7 

Conversely, an apparently equal ex- 
change may not always avoid gift tax. 
Thus, although the actuarial value of 
an annuity may be equal to the value 
of the property exchanged, the physi- 
cal condition of the annuitant may be 
such that it is obvious that payments 
will not be made over the normal period 
of life expectancy.18 Expectancy tables 
are evidentiary only, and must yield to 
the realities of a particular case. 

The transfer of property in exchange 
for the payment of an annuity to the 
annuitant for life and thereafter to an- 
other for life, will of course constitute 
a taxable gift with regard to so much of 
the value of the property as constitutes 
the measure of the survivor's rights.1% 
This is a typical situation in which the 
marital deduction may operate advan- 
tageously. 

In situations where a gift is consid- 
ered to have been made, it should be 
remembered that the transferee’s basis 
will be reduced by the amount of the 
gift.2° 


Estate tax consequences 


The estate tax, like the gift tax, is 
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applicable to private annuities only in 
the case of exchange of unequal values 
where the transferor retains an interest 
in the property transferred sufficient to 
bring it into his gross estate. Such a re- 


sult may be brought about in several 
ways. 
One common desire of most annui- 


tants is to retain some sort of security 
provision in order to safeguard the an- 
nuity, but any such device is likely to 
cause the transaction to be viewed as the 
creation of a trust with the reservation 
of a life estate, and consequently to re- 
sult at death in the includibility of the 
life 
Similarly, the use of the income from 


interest in taxable gross estate.?1 
the property as the measure of the an- 
nuity will be regarded as the reserva- 
tion of a life interest in the property; 
for this reason a fixed annual payment 
should be specified, regardless of the 
the 
situation in which property with a value 


actual income from property. A 


in excess of the value of the annuity to 
be paid is transferred will be vulnerable 
to attack as a transfer intended to take 
effect at death. If the facts do not sup- 
port the theory of a reserved life in- 
terest, the transfer may still be includ- 
ible as having been made in contempla- 
tion of death. This is particularly true 


‘ These tables are based on the United States Life 
Tables and Actuarial Tables, and may be found in 
the annuity Section 1.72-9, and the 
gift tax regulations, Section 25.2512-5(f). 

15 Koert Bartman Estate, 10 TC 1073 (1948). 

16 159 F.2d 788 (CA-6, 1947). 

17 But cf. Anna L. Raymond, 40 BTA 244, aff'd. 
114 F.2d 140 (CA-7, 1940), 311 U.S. 
710, holding that cost is limited to what an insur- 


regulations, 


cert. den. 
ance company would charge and that the excess is 
a taxable gift. See also Estate of Sarah 
1 TC 543 (1943) 

18 Estate of John H. Denbigh, 7 TC 387 (1946); 
Estate of Ne'lie H. Jennings, 10 TC 323 (1948); 
National Bank of Columbus, Ohio, 13 
TC 760 (1949). 

19 Regs. Section 1.1015-4. 

20 Rev. Rul. 55-388, 1955-1 CB 233. 

21 Tips v. (DC Tex., 1927) 21 F.2d 460; 
Cornelia B. Schwartz Estate, 9 TC 229 (1947). 

22 Note 8, supra. 


A. Bergan, 


Huntington 


Bass 


* Anna L. Raymond, supra. 
** The provisions of Regs. Section 1.170-2(b) and 
of Rev. Rul. 57-562, 1257-2 CB 159, 


to limit the deduction to 207 


would appear 
, consistent with the 
use of the trust device (which is necessary in or- 
der for the income to retain its tax-free character 
in the hands of the donor under Sections 652(b) 
and 662(b). See 16 Tax Law Rev. at 274-5. How- 
ever, in a Special Ruling letter to Pomona Col- 
lege, dated February 11, 1959, 596 CCH 5356, the 
IRS has sanctioned the use of a 30% limitation 
where the property is given directly to the donee 
to hold in trust, the income to be paid to the donor 
and the remainder to go to the donee. This result 
was foreshadowed by Rev. Rul. 57-507, 1957-2 CB 
511, which is difficult to reconcile with Rev. Rul. 
57-562. But see 14 J. Tax 102. 

* Cf. Rev. Rul. 55-388, Note 20, supra. 

26 1960-49 CB, p. 15. 

27 Rev. Rul. 57-328, 1957-2 CB 229. 
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of transfers between members of a fam- 
ily, as in the Updike case.?2 

The Internal Revenue Service will be 
alert to the possibilities of asserting gift 
and/or estate taxes in cases where an 
elderly transferor exchanges valuable 
property for an annuity, the annual 
amount of which is equal to or less than 
the income from the property, and the 
actuarial value of which is less than the 
value of the property conveyed. Such a 
transfer may be attacked by the Com- 
missioner on one or more theories, é.g., 
as a taxable gift, as a device for income 
tax avoidance through the provisions of 
Section 72, or as a gift in contempla- 
tion of death and thus an estate tax 
avoidance scheme. The possibility of 
such a challenge is only intensified when 
the parties to the transaction are mem- 
bers of a family. 

In order to avoid problems in this 
area, it is usual to divide the transfer 
into two parts, so that the annuity 
transaction reflects an exchange of equal 
values, and the excess value is clearly 
treated as a separate gift. In this man- 
minimize the dan- 
the annuitant had 
from the property 


ner it is possible to 
gers of a claim that 
retained the income 
for his lifetime. Any gift tax which may 
be incurred upon the separate gift will 
in all probability be far less than the 
potential income and estate tax liabili- 
ties which are thereby prevented. 


Transfers to charity 


By far the most publicized form of 
private annuity in recent years has been 
the type of plan whereby annuities are 
issued by charitable organizations, such 
as colleges and universities. Many of 
these institutions have published descrip- 
tions of their plans and have actively 
solicited the exchange of property for 
Normally the cost of the 
private annuity issued by institutions is 


annuities. 


computed through the use of an ac- 
tuarial table. The desirability of the 
college-sponsored annuity is considerably 
increased by the fact that the college in- 
vests the proceeds of the donor’s prop- 
erty in tax-exempt securities and in this 
manner offers the donor not only an 
annuity income, but one which is tax- 
free during his lifetime. In form, the 
involves the of 
pursuant Sections 
652(b) and 662(b), permits the treatment 
of the amounts received as tax-exempt 
if they would have been tax-exempt in 
the hands of the trust. 
owner-annuitant who 


transaction creation 


a trust, which, to 


Moreover, the 


transfers prop- 


erty with a value in excess of the cost 
of the annuity may receive a deduction 
for a charitable contribution the 
amount of the excess value;?3 needless 
to say the deduction may not exceed 
the present value of the remainder in- 
terest which would ultimately vest in 
the charity after the death of the donor. 
There is some question as to whether 
the charitable deduction is limited to 
20% or 30% of adjusted gross income 
because of the fact that the property or 
the proceeds are held in trust form and 
the contribution is therefore not made 
directly to a church, hospital or school.*4 
No charitable deduction for the _por- 
tion of the property transferred which 
represents the cost of the annuity will be 
allowed.25 

The annuities colleges, 
churches and other eleemosynary institu- 


in 


offered by 
tions have enjoyed considerable popular- 
ity because they offer all of the desirable 
features of private annuities, and more. 
Thus, they provide a method whereby 
the donor is assured not only of an 
annuity, but of one consisting of in- 
come totally exempt from income tax. 
In addition the charitable annuity plans 
provide a vehicle through which a donor 
may reap the intangible rewards derived 
from philanthropy and the concomitant 
perpetuation of the giver’s name there- 
by. 





es 


447 . . . ° t 
The charitable institutions engaged 


in annuity plans have, however, suffered 
a serious blow by the Commissioner's 
promulgation on December 2, 1960 of 
Rev. Rul. 60-370,26 which has removed 
perhaps the 
proffered to potential donors. This rul- 


most attractive feature 
ing provides in substance that where a 
taxpayer transfers appreciated securi- 
ties or other property to a tax-exempt 
organization, as trustee, and the charity 
is under an express or implied obliga- 
tion to sell the property and invest the 
proceeds in tax-exempt securities or to 
exchange the property for tax-exempt 
securities and therefore to pay the in- 
come to the transferor for life with re- 
mainder to the charity, the transferor 
will be subject to tax on the capital gain 
arising from the sale or exchange of the 
appreciated property by the trustee. The 
rationale of this ruling is based on the 
sale-purchase theory of an annuity. The 
ruling holds that in substance the trans- 
feree did not convey the appreciated 
property to the trustee but rather gave 
to the trustee the proceeds of the sale or 
exchange of the property which the 
trustee was required to consummate. If 
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the Commissioner’s basic assumption is 
accepted, the capital gains tax must in- 
evitably result. 

Che ruling goes beyond the situation 
where the charitable trustee is under 
express obligation to sell or exchange 
the appreciated property. It provides 
that statements in advertisements or 
brochures issued by a charitable or edu- 
cational organization to the effect that 
the organization will sell or exchange 
appreciated property for tax-exempt se- 
curities will give rise by implication to 
an obligation to sell or exchange and 
will again lead to the imposition of 
capital gains tax on the transferor. The 
Service recognizes that it may be neces- 
sary to go beyond the trust instrument 
in order to determine whether there is 
an obligation, express or implied, on 
the trustee to sell or exchange property 
and to invest in tax-exempt securities. 
Accordingly, no advance rulings will be 
issued as to whether such an obligation 


exists. 


Transfers of Section 306 stock 

Che Commissioner has provided that 
Rev. Rul. 60-370 will be applied only to 
transfers of property after December 2, 
1960, so that apparently no attempt to 
impose the capital gains tax on institu- 
tional annuity transactions entered into 
The 
ruling preserves the tax-exempt char- 


prior to that date will be made. 
acter of the income from an exchange 
in trust in the hands of the annuitant- 
donor, but it seems safe to predict that 
colleges and similar institutions will find 
fewer potential donors than heretofore. 

Che 


stockholder in a closely held corpora- 


contribution by a_ controlling 
tion of preferred or other non-voting 
stock to an exempt organization has 
long been recognized as an acceptable 
method of disposing of stock advan- 
tageously. If the exempt organization to 
which the stock is contributed is a 
foundation created by the donor, it is 
even possible to make contributions of 
voting stock without endangering the 
controlling interest of the donor. The 
benefits of the charitable deduction are 
of course substantial to a taxpayer in a 
high bracket, and no capital gains tax 
is payable upon any appreciation. More- 
over, the contribution route avoids the 
difficulties of attempting to sell such 
held stock to 
price which fairly reflects its true value. 

When 


ruled?7 that a contribution of preferred 


closely outsiders at a 


the Internal Revenue Service 


stock which is within the scope of Sec- 


tion 306, would not constitute a “dispo- 
sition” within the meaning of that sec- 
tion, the of the charitable con- 
tribution offered a means of reducing 
the of holders of Section 306 
stock without the considerable penalties 
which that section imposes. The Service 
further ruled that a subsequent sale of 
the Section 306 stock by the charity will 
not result in the realization of income 
to the donor, provided that the sale by 


use 


estates 


the charity was not by prearrangement. 
Thus, the donor receives the benefits of 
a charitable contribution deduction, and 
is able to dispose of his Section 306 
stock without the realization of ordinary 
income which a sale or disposition by 
him of the stock would otherwise incur. 

Under the rationale of this ruling, it 
would appear that if Section 306 stock 
were contributed to a charity in ex- 
change for an annuity, the transaction 
ought to be treated in the same man- 
ner as if any other stock were trans- 
ferred. However, the recent issuance of 
Rev. Rul. 60-370, supra, would appear 
to make probable the imposition of at 
least a capital gains tax in the event 
appreciated property was transferred in 
exchange for a tax-exempt annuity from 
the charity. It is arguable, however, that 
no gain should be realiz.d if the charity 
does not assume an obligation, either 
express or implied, to sell or exchange 
the Section 306 stock transferred. 

The Subchapter C Advisory Group to 
the Mills Committee has recommended 


that the Commissioner’s ruling regarding 








Father fails to meet half-support test for 
child of former 
claimed support of his child by a former 


marriage. “Taxpayer 


marriage who lived with his ex-wife. His 


total support furnished for the child 
in the taxable year was $958. This 
amount was less than half the total 
claimed by the mother for the child’s 


support, and taxpayer disputed three 
items included in her computation- 
laundry expenses, baby sitting expenses, 
and clothing costs. The court finds the 
three items were properly included by 
the mother in her computation of child 
support and accordingly denies taxpayer 
the exemption deduction. Price, TCM 
1961-173. 


Husband fails to prove he furnishes one 
half of the support of his children. Tax- 
payer was divorced from his wife and 
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Section 306 stock be modified so that the 
charitable contribution deduction be re- 
duced by the amount which would have 
been taxable to the donor as ordinary 
income if he had sold the stock instead 
of contributing it to charity. No action 
has yet been taken by Congress upon 
this proposal, but the House of Dele- 
gates of the American Bar Association 
has expressed its vigorous opposition, 
contending that gifts of 306 
stock should be treated no differently 
from charitable gifts of any other appre- 
ciated property. The Advisory Group’s 
recommendation is an extension of the 


Section 


sale-purchase theory which may well find 
its way into future legislation. 


Conclusion 

The rules with regard to private an- 
nuities are still in process of develop- 
ment by the courts, and the final resolu- 
tion of sometimes conflicting theories 
has not been achieved. Moreover, there 
is every reason to believe that further 
legislation in this field will be forth- 
coming. Finally, there are practical prob- 
lems which confront both annuitant and 
transferee, aside from the tax questions 
presented. For these reasons, caution is 
indicated and the use of innovations not 
judicially sanctioned is inadvisable. An- 
nuities often continue for long periods 
of time, and the careful tax advisor 
must assume the role of prophet in de- 
ciding whether legislative revision or 
judicial fiat will overtake the mortality 
tables in any particular case. * 





contributed more than 


claimed that he 
one half of the support and mainten- 
ance of his children, who lived wth his 
ex-wife. In addition, he claimed casualty 
losses due to the repossession of furni- 
ture caused by default in payments by 
his ex-wife and for fixtures which she re- 
moved from his house prior to the 
divorce. The court holds (1) taxpayer 
did not prove that he provided over 
one half of the support for his children 
since the estimated rental value of the 
home in which he lived, insurance 
premiums on insurance policies on the 
lives of his children, the portion of the 
cost of two organs, and his automobile 
expenses for conveying the children be- 
tween his wife’s home and his, do not 
constitute part of the support of the 
children, and (2) taxpayer is not entitled 
to any casualty or theft deduction since 
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do not constitute 
either a casualty or theft. Vance, 35 TC 
No. 54. 


his wife’s actions 


Payment was alimony pendente lite; not 
deductible under 1939 Code (Old law). 
Taxpayer’s wife began suit for separa- 
tion and was granted alimony of $100 a 
week pending settlement. Under the 
1939 Code (here applicable) such pay- 
ments had been held to be not under a 
decree of divorce or separation and 
therefore not deductible; they were re- 
garded as in effect continued support of 
a wife. Taxpayer made no payment cur- 
rently and in the final decree of separa- 
tion in May 1953 he was ordered to pay 
about $6,000 arrearages. He did pay it 
and claimed a deduction on the ground 
that the award was improperly described 
in the decree as arrearage of alimony 
pendente lite. The court agrees with 
the Commissioner that the wife had a 
valid claim under the 1952 award and 
therefore the obligation did not arise 
the It is therefore 
not deductible. [Under the 1954 Code 
payments under an order for alimony 
deductible. — Ed.] 


under 1953 decree. 


pendente lite 
Lloyd, TCM 


are 
1961-172. 


Lump-sum payment was separate from 
alimony. The court decree divorcing 
taxpayer from his wife provided for a 
lump-sum payment of $25,000 to ier 
plus $300 per month alimony. Taxpayer 
contended the provisions taken together 
constituted a periodic payment of ali- 
mony. However, the court agrees with 
that the $25,000 is a 
separate lump-sum payment and thus is 
not deductible. Knowles, CA-5, 6/6/61. 


the district court 


Tax 
active support order. In 1957, taxpayer's 


Court will not recognize retro- 


ex-husband was ordered to pay her $42 
semi-monthly for her support and for 
of her child. 
received $819 in 
she did not include in income. In 
the 


the support Under the 
1957, which 
1959 


de- 


order she 


Commissioner determined a 
ficiency by including this amount in her 
income under Section 71 which provides 
for the inclusion of alimony, except as 
to the amount payable for the support 
of the minor child. Taxpayer thereupon 
wrote a letter to the divorce court stat- 
ing that her husband had left the United 
States and advising it of the IRS action; 
she accordingly requested a modification 
of the 1957 order to apportion the pay- 
and her child, 
such apportionment to be only for past 


ments between herself 
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years. In 1959, the court issued an ‘order 
of modification” which “clarified” the 
1957 order providing $14 support for 
taxpayer and $28 for support for the 
child, semi-monthly. The Tax Court 
nevertheless includes the entire $819 
received in 1957 in taxpayer’s income 
finding that the state court order was 
merely a modification not a nunc pro 
tunc order and that even if it were, the 
Tax Court would not give it retroactive 
effect since it retroactively altered the 
legal status of the parties concerned. 
Turkoglu, 36 TC No. 55. 


tion with his employment as a mechanic. 
Such employee-expenses are only de- 
ductible from adjusted gross income. 
Disney, TCM 1961-177. 


Fees to protect business in divorce pro- 
ceedings are deductible. Taxpayer de- 
rived all of his income as salary and 
dividends from several wholly-owned in- 
surance agency corporations. Upon 
separating from his wife, taxpayer did 
not contest the divorce; however, he in- 
sisted upon a settlement of property 
rights which would leave the stock of 
these corporations undisturbed. His at- 
torneys entered into extended negotia- 
tions to accomplish this settlement. They 
allocated over 80% of their fee to this 
settlement, which taxpayer claimed as a 
deduction. The court allows the deduc- 
tion as an expense for the conservation 
of income producing property. Fair- 
bairn, DC Calif., 1/9/61. 


Father proves support of children living 
with mother for part of year. ‘Taxpayer 
lived with his wife and three children 
during the first eight months of 1957, 
and provided all of their support except 
for the rent which was paid by the 
wife. After the filing of a petition for 
divorce in September, taxpayer moved 
from the apartment. Thereafter, for the 
months of October, November and De- No deduction for legal expenses in di- 
vorce proceeding. The wife filed suit for 
divorce asking for all of the community 


cember, he paid $180 a month under a 
court order for the children’s support. 


The court finds that over one-half of property, including a proprietary inter- 
the total support received by the est in Dallman Company. The husband 
children in 1957 came from taxpayer  cross-complained for divorce and claimed 


and allows him the dependency exemp- 
tions. Wilson, TCM 1961-190. 


that the interest in Dallman Company 
was his separate property. He also asked 
for all of the community property. In 
Can’t deduct divorce fees incurred to connection with the divorce proceeding, 
keep control of business. Taxpayer con- the husband paid his attorney $20,000 
ducted an automobile dealership through which he claimed as a deduction on his 
several wholly-owned corporations. The Federal income tax return. Generally, 
franchises were renewable annually and _ legal fees paid by a husband in resisting 


could be cancelled if there was a change his wife’s monetary demands incident 


in ownership of the stock. The court to a divorce are not deductible. A de- 
finds that a portion of the fee paid by duction for legal fees has been allowed 
taxpayer in contesting a divorce action in divorce cases, however, when the 


brought by his wife was to preserve his controversy between the spouses goes not 
interest in the business and to prevent 
the the The 


allows 80% of the expenses as a deduc- 


to the question of liability, but to the 


loss of franchise. court manner in which it might be met and, 


at the same time, the wife demands a 
tion. Gilmore, Ct. Clms., 6/7/61. part of the husband’s income-producing 
property, control over which affects the 
Can’t deduct loss on sale of trailer home husband’s general income-earning ca- 
used as a personal residence. ‘Taxpayer 
in 1952 and 


During this 


pacity. The evidence in this case did not 
purchased a trailer home 
it 1958. 
period he occupied it as 


indicate that any significant share of the 


sold at a loss in attorney’s services prior to or during the 


his personal trial were devoted to working out a 


residence. A loss on sale is disallowed manner of settlement in which the ques- 


since taxpayer had not shown a conver- tion of the husband’s liability might be 
sion from personal use to income pro- met. Accordingly, this court holds against 
the husband and disallows the deduc- 


tion. Dallman, DC Calif., 2/10/61. 


ducing purposes, nor that the trailer was 
purchased primarily as an investment, 
rather than as a residence. The court 

the 
allowance for computing adjusted gross 


also sustains Commissioner’s dis- Part of home recognized as office. A full 


time CPA, who was also an attorney and 
a university instructor did his legal work 
at night in an office set up at his home. 


income of the depreciation and cost of 
small tools used by taxpayer in connec- 

































































































































No 
Postage Stamp 









Postage 


Will be Paid 




































































































ylox MIN 4 yAoK MAN 
WIIG YIOS WEY LET 


quawjindaq uomd1s9sqng 


NOILVXVL 40 TYNYNOL AHL 


“AN OYOA MIN “YU 2 “1d “6'VE “D9S “BLL ON LIWU3d SSV1D LSUl4 


GQuvo Alddaay SSANISNG 





sees peyul sesseippYy 
OY U! PELLeEW j! Aq 


Asessa.0n PIEd 8q I}1M 
dwejs eBeysog 


e6ejsog 





grant 


= 
Ss 
% 


missic 

ordin 
insur: 
prom 


—— 


To: The Journal of Taxation (for new subscriptions only — 
147 East 50th Street renewals are handled automatically) 
New York 22, New York 
Gentlemen: Please enter my subscription to The Journal of Taxation 
for one year at $18 I understand that my money will be refunded at 
ap ~ time for the unexpired portion of my subscription if I am not 
completely satisfied. check enclosed [) bill me [J 


[ am a lawyer [J CPA [J PA other tax practitioner [) 
corporate executive [] other [] (please specify) ________. 















- 
4 
; 
: 
’ 
: 
4 
a 
1 
J 
. 
J 
" 
: 
> 
3 
q 
= 
a 
" 





4 
° 


| 
: 


uornexey, JO [euInor sy y 


~Ayuo suondisasqns mau 4043 


He also used his home-office to prepare 
his lectures. Of a claimed office expense 
deduction of $527, the court allows $350 
under the Cohan rule, in the absence of 
evidence of specific expenditures. Stuart, 
TCM 1961-186. 


Attorney allowed 25% of yacht expenses. 
An attorney who was also a yachting 
enthusiast claimed one half the mainten- 
ance of his yacht as a business expense. 
He testified that he entertained aboard 
the yacht, and also contended that the 
publicity which he obtained from win- 
ning races, or from merely entering 
races, was of benefit to him in his busi- 
The Commis- 
sioner’s allowance of one-fourth of the 
yacht expenses. It also upholds the Com- 
missioner’s determination of a 10-year 


ness. court sustains the 


useful life for the yacht in lieu of six 
years as claimed by taxpayer. Handel- 
man, TCM 1961-171. 


One half of attorney’s claimed business 
deductions allowed. Taxpayer, an attor- 
ney and yachtsman claimed $9,000 as 
ordinary and necessary business expenses 
of his law practice because of entertain- 
ment of clients, neighbors, and friends. 
The $9,000 so claimed was made up of 
$1,200, one-third of the rent paid for 
$1,200, one 
third of the salary of his brother; $1,800 
expended for liquor, $4,000 for enter- 


his residential apartment; 


tainment at his home, on his yacht, in 
restaurants, at football games, and the 
theatre; and $800 expended in connec- 
tion with a specific legal case. At the 
trial taxpayer claimed an additional 
$500 for general entertainment. The 
Commissioner allowed $4,500 as a busi- 
ness deduction and the court upholds 
the 
absence of any proof of error in his de- 


TCM 1961- 


the Commissioner’s allowance in 


termination. Handelman, 


171. 


Knetsch does not necessarily bar interest 
on loans to purchase annuities. The tax- 
payer deducted interest payments to an 
insurance company in connection with 
his purchase of annuity savings bonds by 
paying a negligible sum of cash and sub- 
all the 


notes. 


stantially purchase 


The 


granted motion for summary judgment 


price in 
promissory district court 
based upon the opinion and decision in 
U. S. v. Bond, (258 F.2d, 577). This 
court reverses and remands the case for 
further proceedings in the light of 
Knetsch v. United States, (364 U. S. 361), 


which was decided subsequent to the 





FF. 





Bond decision and which impliedly, if 
not expressly, overruled the Bond case. 
In the Knetsch case, the Supreme 
Court stated that there may well be 
single-premium annuity arrangements 
with non-tax substance, which create an 
indebtedness for purposes of Section 
23(b) of the 1939 Code and Section 
163(a) of the 1954 Code, but determined 
that the one before it was a sham. Since 
the trial court never reached a consid- 
eration of the particular facts of this 
case, it is remanded to enable the tax- 
payers to develop a complete record “if 
they believe that they can present a 
factual situation that would not bring 
them within the ruling of the Supreme 
Court.” Salley, CA-5, 6/2/61. 


Withholding allocated in proportion to 
community income. Taxpayer’s salary in 
California, a community property state, 
is allocable one-half to his wife for the 
portion of the taxable year preceding 
their divorce. The withholding tax is 
similarly allocable. Taxpayer is not 
liable for tax deficiencies on a separate 
filed by which 
cluded community income. Gilmore, Ct. 
Clms., 6/7/61. 


return his ex-wife in- 


Tree removal expense evidence of 
casualty loss; water damage loss not 
allowed. A claimed casualty loss of $41 
for the expense of removing two limbs 
of a tree blown down by a windstorm is 
allowed on the ground that the expense 
for removal is some evidence of the 
amount of the damage, in the absence of 
evidence to the contrary. However, the 
court disallows a claimed casualty loss 
rom water damage to a home, where 
there was no evidence of a sudden or de- 
structive force, or an identifiable event 
in the nature of a casualty, The damage 
may have been the result of progressive 
deterioration. Stuart, TCM 1961-186. 


Exempt cost-of-living allowance not pro- 
vided. Employees of the United States 
outside the continental limits may ex- 
clude from gross income certain cost-of- 
living allowances that they receive. ‘Tax- 
payer was a civilian employee of the 
Hawaiian National Guard and was paid 
National 


tions which included a “support sched- 


according to Guard regula- 
ule.”’ The trial court held that the tax- 
payer failed to prove that he rec eived a 
cost-of-living allowance within the mean- 
ing of the exemption. (174 F. Sup. 907). 
This court affirms on the opinion of the 
trial judge. Barnett, CA-9, 5/25/61. 
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Income from Indian lands exempt. Tax- 
payer, a full-blooded Quapaw Indian, 
received land of the Quapaw Nation as 
her distributive share and as an in- 
heritance. During 1953, 1954, and 1955, 
she received certain rents, royalties, and 
other income from the sales of minerals 
and chats from her original and _ in- 
herited allotments. Based upon the legis- 
lative history, an opinion by the At- 
torney General and the decision of the 
Supreme Court in Squire v. Capoeman, 
(351 U. S. 1), income from restricted, 
allotted, and inherited lands of the 
Quapaw Indians is not includible in 
gross income of such Indians for income 
tax purposes. Hallam, DC Oklah., 5/ 
29/61. 


Gain on partially-completed new resi- 
dence. The taxpayer sold her residence 
and within one year after the date of the 
sale she entered into a written cost-plus 
contract to construct a new residence. 
The new residence was only partially 
completed eighteen months after the 
date of the sale, and the question pre- 
sented by this case was the amount of 
gain realized by the taxpayer. If a tax- 
payer purchases and uses a new residence 
within the 


specified period, 


recognized only to the extent that the 


gain is 


taxpayer's selling price of the old resi- 
dence exceeds taxpayer's cost of purchas- 
ing the new residence. The taxpayer's 
cost of purchasing the new residence in- 
cludes only so much of the cost as is 
attributable to the construction and im- 
provements made within the applicable 
period. In this case, $131,099.31 of work 
was performed to the cut-off date, while 
$149,742.46 of the work remained to be 
performed. The Commissioner allowed 
toward the cost of purchasing the new 
residence only the amount paid for the 
work actually performed within the 
eighteen month period. The trial judge 
held the 
court affirms. It 


this 
word 


for Commissioner, and 


construes the 
“made” to mean “had constructed and 
used” as of the cut-off date. The con- 
tractual liabilities do not count toward 
The 
argues that the statute should be con- 


improvements “made”. dissent 
strued to provide relief in cases such as 
this one where the taxpayer had in- 
curred definite and final liabilities by a 
binding legal contract which, under its 
terms, were to be performed within the 
eighteen month period and where 
through no fault of the taxpayer, the 
construction was not completed within 


that time. Kern, CA-9, 5/3/61. 
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CORPORATE & PERSONAL PROBLEMS IN 


tion of compensation 


1D BY JOHN P. ALLISON, LL.B. 





Ty 


Tax Court says that equipment lease 


is business for employee trust; error seen 


[’ AN EXEMPT ORGANIZATION conducts 
an unrelated trade or business, it will 
not lose its exemption;! it will, however, 
be taxed on the income from that un- 
related business.2 The term is defined 
twice in Section 513. Subsection(a) gives 
as the general definition: 

“The 


ness’ 


term ‘unrelated trade or busi- 
means any trade or business 


the conduct of which is not substan- 
tially related (aside from the need . . 
income .. 


fo1 .) to the exercise or per- 


formance by such organization of its 
charitable, educational, or other purpose 
or function constituting the basis for its 
exemption under Section 501... .” 

But for qualified pension or profit- 
sharing trusts, the term is defined in 
Subsection (b) as simply “any trade or 
business regularly carried on by such 
trust. The Regulations? are of 
little help; they provide that trade or 
business has the same meaning as in 
Section 162 and state further: 

“A trade or business is regularly car- 
ried on when the activity is conducted 
with sufficient consistency to indicate a 
continuing purpose of the organization 
to derive some of its income from such 
activity.’’4 


Little guidance available 


The only guidance comes in a back- 
519/ 
512(b) 


from unrelated business taxable income 


handed way. Section excludes 
such items as dividends, interest, annui- 
ties, royalties, rent from real property 
(including personal property leased 
therewith), and gains from the sale of 
property other than stock in trade and 
property primarily held for sale to cus- 
tomers. Technically, it would seem that 
these items are merely excluded from 
the tax base; however, there is no neces- 
sary conclusion that they do not con- 
stitute receipts from a trade or business 


which is regularly carried on. 


by ALAN PRIGAL 


This business-investment 
raises familiar considerations of active 
versus passive, single and isolated versus 
short range 
versus long range, etc. The first case 
involving the unrelated trade or busi- 
ness of an employee trust has just been 


dichotomy 


several and continuous, 


decided by the Tax Court. 


Cooper case 

In Cooper Tire & Rubber Company 
Employee’s Retirement Fund,5 the em- 
ployer offered to lease, for 10 years, cer- 
tain needed equipment from its own 
employees’ qualified trust. The trust then 
bought the machines for $344,830, bor- 
rowing $200,000 at 4% interest from a 
bank and giving a chattel mortgage. 

The lease provided that the employer 
was to pay installation costs, all taxes 
levied against the machines, cost of re- 
pairs and replacements and insurance. 
The annual rental for the first year was 
$69,600 payments thereafter 
clined until $22,200 for the tenth year. 
Total rent for the 10 years was $391,200. 


and de- 


The employer had the option to extend 
the lease for 5 year periods at a fixed 
annual rental of $10,345. 

The lease also gave the employer the 
option to purchase the machinery dur- 
ing the 10 year term at the trust’s pur- 
6% the 


6%, interest 
trust’s total investment, less rentals paid 


chase price, plus on 
to the date of purchase. At the end of 
the 10 year term, the employer had the 
option to purchase at the then de- 
preciated value of the equipment. 

The trust’s contention was the rental 
income was received as a return on 
passively invested capital and not as the 
result of the operation of a trade 
The Tax Court held 
wise in this language: 

“... The amount of money invested, 
the manner in which petitioner pur- 


chased the industrial machinery 


or 


business. other- 


(with 


a $200,000 loan) and the many years the 
leasing activity is to cover, all point to 
petitioner entering a business activity.” 

Does this mean that a smaller invest- 
ment, purchased outright and _ leased 
for a “few” years is not a business? Ap- 
parently not. In rejecting the argument 
that the trust’s only lease (in which it 
had practically no duties but to collect 
rentals) was not a trade or business, the 
court relied on both specific and broad 
grounds. 

Cases were cited holding that Section 
162 and its predecessors included as a 
“trade or business’ the leasing of im- 
proved realty even though only one 
piece of property was involved. Not 
being able to cite any case dealing with 
personalty only, the court simply stated 
that the same considerations neverthe- 
less apply. 

The cases cited, however are author- 
ity only on the single piece of property 
aspect. In none of those cases is it sug- 
gested that the lessor was as passive as 
the Cooper Tire trustee. 

Moreover, the court noted a basic dis- 
tinction between investment in securi- 
ties and investment in tangible personal 
property. Nothing further need be done 
in the first case, but machinery must be 
used, rented or sold to produce income. 

However, the decision really seems 
to rest on interpretation of the statute 
as aided by committee reports. Noting 
that Section 512(b) specifically excludes 
from rent 
from real property (as limited by the 
“business lease”’ 


unrelated business income 
provisions of Sections 
514 and 512(c)) but is silent as to rental 
from personalty, the court concluded 
the Reliance 
for this was placed on a Senate Finance 


omission was deliberate. 
Committee report which stated: “Income 
received from a business of renting per- 
sonal property is excluded . . . only if 
the personal property is leased with real 
property.” Of course, the quoted phrase 
the establishment of the 
business aspect of the activity which 


presupposes 


produces the income. 

Also considered of significance was the 
fact that the realty rental exclusion is 
limited by the “business lease”’ rule. 

Under the business lease rule, unre- 


lated business income includes rentals 


1If the trust engages in a prohibited transaction, 
however, the tax exemption is lost. 

2 The tax base is “unrelated business taxable in- 
come,” determined under Section 512. 

3 Reg. Section 1.513-1. 

* Reg. Section 1.513-1(a) (3). 

536 TC No. 5 (1961). 

® 1960-21 IRB 10. 
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from property leased to others on a long- 
term basis (more than five years) if there 
is outstanding indebtedness incurred by 
the lessor as the result of the purchase, 
acquisition or improvement of the prop- 
erty. The court could not accept the 
that 
been in 


dilemma if the trust’s investment 
had income 
would have been taxable ( because of 


real estate the 
the loan) whereas the income from the 
personal property lease would not be 
subject to that limitation and therefore 
would be excluded. 

Finally, the court stated that since 
sections aimed at unfair 


these were 


competition by tax-exempt organiza- 
tions, allowing the trust’s income to 
escape tax would thwart that very pur- 


p* se. 


Equipment lease ruling 


The only published ruling on this 
topic is Rev. Rul. 60-206.6 This dealt 
with a pension trust that purchased a 
number of railroad cars, taking title in 
its own name. The cars were leased to 
an industrial company for its own busi- 
ness use for a period of years, unspeci- 
fied in the ruling, with an option in 
the lessee for renewal for an additional 
period of years, likewise unspecified. 
Che statement of facts continued: “The 
sole activity of the trustee with respect 
to this venture is to receive the periodic 
rental income, the lessee having the 
full responsibility for the operation, 
maintenance of their [sic] cars, and their 
replacement in case of destruction or 
The fact 
the rent during the initial lease period 


loss.” final given was that 
would recover the original cost and pro- 


vide the trust with “some additional 
income.” 

It was held that the income was sub- 
ject to tax as unrelated business in- 
come. The reasoning was that the leas- 
ing with an option to renew was a 
business of a kind ordinarily carried on 


for profit and that the 


“activity” would 
be regularly carried on by the trust for 
the purpose of earning income, citing 
1.513-1(a)(3) for the latter 
point but offering nothing but the flat 
statement as to the former. 


Reg. Section 


Both the Cooper Tire decision and 
the the 
vanishing point a traditional concept in 


revenue ruling minimize to 


from a 
business, namely the extent of activity 


distinguishing an investment 
required of the taxpayer in order to 
earn his income. It is rather difficult to 
conceive of a person having to do less 
than these pension trustees. 


As the initial rulings and cases on 
pension trust investments begin to ap- 
pear, three fundamental problems arise. 
The first is the statutory difference in 
treatment accorded rental income from 
personal property leased with real estate 
and that accorded rental income from 
personalty alone. This will not be dwelt 
on at any length; suffice it to say that 
today this difference is not warranted as 
long as the lessor’s activity is equally 
passive in both instances. 

The second question is the applica- 
tion of the concept of an unrelated trade 
or business to qualified pension and 
profit-sharing plans. In the 1954 Code, 
employee trusts are lumped with all 
other exempt organizations for this pur- 


pose. The reason was to control the 
uses to which these funds would be 
put; however, to liken an employee 


trust to a charity makes no sense at all. 
After all, what is an “unrelated” trade 
or business for such a trust? Unrelated 
to what? that an 
employee trust has no purpose at all 


Can it not be said 
other than to preserve its capital and 
make money? True, the differing pur- 
poses of the pension plan and the profit- 
sharing plan may call for differing in- 
vestment policies, but clearly the sole 
purpose of each is the same. By using 
the phrase “any trade or business regu- 
larly carried on by the trust,” Congress 
undoubtedly meant to prevent a non- 
taxpaying taxpayer from undermining 
the ordinary taxpaying business, in line 
with the provisions taxing feeder cor- 
porations, but the shoe simply does not 
fit. 

This leads to the third problem, and 
it really encompasses the first two. It 
is this: What limits should be placed by 
law on the use of funds of qualified 
pension and profit-sharing trusts? Ex- 
isting law is illogical; unrelated busi- 
ness income is taxed, whereas entering 
into a prohibited transaction ends the 
exemption. 


The solution 

The solution is special treatment for 
employee trusts, which are, after all, 
very special things. Coupling them with 
all other exempt organizations has not 
been and cannot be because 
their purposes are different and because 
they are not subject to the same legal 
and 


effective 


internal controls as are charities. 


Employee trusts may best be likened to 
insurance companies (which themselves 
receive special tax treatment) in view 
of the size of their investable resources 


Taxation of compensation + 15] 


and the fact that both deal with some- 
one else’s money left with them for re- 
tirement and death-benefit purposes. But 
the answer does not lie along these 
lines; restricting these trusts to invest- 
ments authorized for insurance com- 
panies would be the death knell for the 
self-insured plan. 

Legislation dealing specifically with 
investments of employee trusts is cer- 
tainly needed. When and if H.R. 10 is 
enacted (it is the 


Finance Committee), opening up this 


now before Senate 
field to many more small businesses, the 


floodgates may be opened, and wide. * 





New decisions 


Members of Air Pollution Hearing 
Board are not self-employed, consequent- 
ly they are not subject to self-employ- 
ment tax under Section 1402. The tax- 
payers are appointed members of a hear- 
ing board of a county’s Air Pollution 
Control District which was established 
by state law. The board conducts public 
hearings involving the suspension and 
revocation of permits to build, erect, 
alter, or replace equipment. The board 
members’ compensation is based on 
the number of hearings attended and is 
The 
board members are not subject to any- 


determined by a control board. 
body’s direction and control. The IRS 
rules that the board members’ compensa- 
tion from their services constitute “the 
performance of the functions of a public 
office” and are, accordingly, not includ- 
ible in computing net earnings from self- 
employment under Section 1402. Rev. 
Rul. 61-113. 


Salary continuation payments to widow 
taxed. Taxpayer was widow of the presi- 
dent of a closely held corporation. She 
had inherited his shares and became a 
she 
was paid his salary for two years. The 


director. By corporate resolution 
corporation deducted the payments as a 
business No 
paid in the years in question and there 
was a sizable corporate surplus. The 


expense. dividends were 


Tax Court holds the payments taxable 
to the widow. These were not gifts; there 
was no showing of ‘“‘a detached and dis- 
interested generosity—out of affection, 
respect, admiration, charity or like im- 
pulses,” as set forth by the Supreme 
Court in the Duberstein case. The tax- 
payer’s financial needs were not a moti- 
vation for the corporate 
Martin, 36 TC No. 56. 


resolutions. 
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How the tax advisor can get his client 


started on long-term financial planning 


by ABRAHAM J. BRILOFF 


Long-term financial planning should begin early in the business career of the youn 
i é g ‘ / 


entrepreneur (or executive). Though the amounts involved may still be modest, 


sound practical judgment is critical at this point if the foundations then laid are 


to support firmly a plan that will meet the personal and economic desires of the 


client and be flexible enough to meet changing conditions. In this article Mr. Bril- 


off avoids the minutae and discusses broad outlines for the special benefit of 


younger practitioners, typically the advisors of the younger business man. 


tee MAN WHO is beginning to make a 
success of his own business, or is a 
career executive moving up into the ex- 
ecutive echelons of a large company, 
ought to be prodded into thinking about 
his long-term financial objectives and 
how he will attain them. A regular tax 
advisor, one who has already established 
a continuing friendly relationship, is 
well suited to helping in the first and 
most important phase: defining the rea- 
sonable objectives set by the client for 
himself in his economic and family re- 
lationships; this is then to be followed 
by an evaluation of the assets and liabili- 
ties (both materially and in the abstract). 
Only then is it possible to determine 
be best fulfilled consis- 
tent with the income, gift and estate tax 


how these can 
factors involved, with the law generally, 
with the other 
forces that will inevitably enter into the 


economics and many 
balance. 

These problems do not lend them- 
selves to any questionnaire, multiple 
choice or true-false type of approach. 
Instead, it is only through the process 
of evaluating alternatives, combining 
several possibilities, etc., and bringing 
them to bear on a particular set of cir- 
cumstances that the ideal solution in a 
particular case will evolve. Further, any 
given solution at a given time should 
not be permitted to remain constant 
where the law (tax or otherwise) changes, 
where economic or family circumstances 
change, or where new concepts indicate 


that the old program is capable of be- 
ing improved upon. 

The goal of estate planning is to de- 
fine fair objectives and then to develop 
an effective program for their attain- 
ment. It should be made clear that these 
objectives are not necessarily related to 
the period after death; objectives dur- 
ing lifetime are included as well. 


Preliminary inquiries 

The first question is: Does the client 
have a will? The existence of any will 
shows that some thought, though per- 
haps only the most superficial, has been 
given to these long-term problems. If 
there is a will, how recently has it been 
reviewed? Have there been any signifi- 
cant changes in any of the forces or fac- 
tors referred to before which would in- 
dicate that a reappraisal is in order? 

In the that the client has a 
partnership or a closely held corpora- 
tion, the next question might be: Is 
there an agreement among the partners 
or shareholders governing the disposi- 
tion of a principal’s interest on his re- 
tirement or death? If there is such an 
agreement, is it a current agreement? 
Does the agreement contain provisions 
which are potentially inequitable or dif- 
ficult to interpret or apply? For exam- 
ple, if “book value” is used, remember 
the term is loaded with difficulty; there 
are assets in most enterprises which, con- 
sistent with accepted accounting pre- 
cepts, don’t necessarily appear on the 


event 


books—goodwill, for example, or the ap- 
preciation of life insurance values on 
the death of the insured. Even more 
common, the book values of land, build- 
ing, equipment and, to a degree, inven- 
tories, may have little relationship to 
current values. On the liability side of 
the balance sheet, certain obligations 
might be omitted from the books (for 
example: tax and other contingencies 
and the liability for pension costs or 
under long-term leases). So it is that ac- 
countants generally frown on the term 
“book value” and instead urge that the 
principals decide among themselves the 
standards that should govern the valua- 
tions, when it should be made and by 
whom. 

In reviewing the agreement, very care- 
ful consideration should be given to any 
effect it might have on the estate taxes 
to be paid on the decedent’s estate and 
the income taxes of those who succeed 
to the decedent’s interest. Thus, any 
value fixed in the agreement for buy-sell 
might be used for the purposes of the 
estate tax proceeding; if that is in fact 
the fair value, then there is no problem. 
If, however, the value is unrealistically 
high, the Service might seek to base its 
determination on that value even 
though subsequent events show a lesser 
sum is in fact received on the disposi- 
tion. Regarding the income tax, unfor- 
tunate provisions in a partnership agree- 
ment regarding the disposition of the 
decedent's interest could open a Pan- 
dora’s Box. Thus, it might cause up to 
23 months of income to be bunched into 
a single taxable year of the decedent's 
heirs or of the surviving partners, or 
both. Or, such provisions might result in 
the decedent’s deductions and exemp- 
tions in the last year of his life going to 
waste. Such troubles are especially likely 
in fiscal year partnerships, if its year 
differs from that of the partners. Re- 
member that the partnership agreernent 
could permit some shifting of taxable 
income from the surviving partners to 
the decedent’s heirs if that is what is 
desired (in order to have that income 
taxed at a lower bracket). This could 
permit the purchase of the decedent’s 
interest at a lesser over-all tax cost to 
the parties. 


Financing buy-outs 


A common problem for owners of a 
closely-held enterprise is financing the 
acquisition of a decedent’s interest. The 
answer is dependent upon a number of 
factors. If the entity is substantially liq- 
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uid, the problem is quite different from 
that which faces a business whose equity 
is frozen in plant and equipment. Also, 
if it is contemplated that the entire busi- 
ness be sold to a third party as a unit or 
be liquidated, a different solution would 
be sought than if it were contemplated 
that the survivor would buy out the de- 
cedent’s interest. 


Frequently, the idea of insurance 
comes to mind as the panacea in such 
situations. Before reaching for this, 


thought should be given to the cost of 
the program, realizing that insurance 
must usually be funded out of profits 
after taxes have been paid. If a bank- 
and 
would be economically feasible only if 


financed program is considered, 
the premiums take on the appearance of 
interest, then I say beware. This be- 
cause cases like Knetsch decided by the 
Supreme Court not too long ago indi- 
cate that the best laid plans of men 
may go awry if they are essentially tax 
“oimmicks.” This does not deny the use- 
fulness, and in many cases the necessity, 
of life insurance; it is however a recom- 
take 


flect on all of the ramifications of the 


mendation to counsel and to re- 
problem. If it is decided that insurance 
is needed the question still to be consid- 
ered is its ownership. In a partnership, 
for example, ownership by the partners 
individually can produce an income tax 
pattern quite different from (and gen- 
erally less advantageous) than ownership 
by the partnership. Again, understand 
the alternatives and compare the conse- 
quences. In the case of a corporation, 
ownership of the insurance by the share- 
holders involves different tax conse- 
quences from ownership by the corpora- 
tion 
In some industries there exist interest- 
possibilities for liquidating a dece- 
dent’s interest in a closely held business 
by transferring equipment at fair, agreed 
values in exchange for the decedent’s in- 
rest. Thereafter, the business pays fair 
rental for the use of this equipment, 
possibly with a right to repurchase the 
equipment after a stipulated period at 
the depreciated value (say). This ar- 
the heirs reasonable 


rangement gives 


protection (they own the equipment) 
with earnings on their continuing in- 
vestment. The survivors are not called 
upon to invade the entity’s working capi- 
tal. Of course, to the extent that funds 
are immediately required by the estate, 


this possibility is less intriguing. 


Regarding the payment of estate taxes, 
Sections 303 and 6166 of the Code offer 


some relief. The former permits the re- 
demption of shares in a closely-held cor- 
poration sufficient to pay for the estate 
taxes and funeral and administration 
expenses; this redemption will not be 
taxed as a dividend. Section 6166 per- 
mits the deferral of portions of the es- 
tate tax attributable to closely-held busi- 
nesses (corporations or partnerships in 
this case). Under both sections, the es- 
tate’s interest in such closely-held busi- 
nesses must meet certain specified stand- 
ards, generally it must represent at least 
35% of the gross estate or 50% of the 
taxable (the net) estate. Full considera- 
tion must be given to the desirability 
and the feasibility of using either of 
these determine 
whether any steps should now be taken 


sections, and also to 
to make it possible eventually to meet 
the standards of the Code. 


Equity for new managers 

An important consideration in estate 
planning for the small enterprise is the 
desire to assure the continuity of the en- 
tity on the death or retirement of the 
principals. In this connection junior 
partners or second-level executives might 
be the answer. How to integrate the 
the 
structure is frequently a major dilemma; 


younger executive into corporate 
thus, how do you make a new man part 
of the ownership group without putting 
on him the financial burden of a re- 
quired investment. Furthermore, at the 
same time that he has to be given an 
important stake or incentive, the exist- 
ing ownership group wants continued 
effective policy control. The situation 
here is similar to that of the parents 
who very much want to see their chil- 
dren emancipated and married—and yet 
have them under their wings. 

In seeking a solution for this problem 
of introducing new executives it should 
that stock 


options currently so prevalent in pub- 


first be noted the restricted 
licly owned corporations are not effec- 
tive in closely-held companies. This be- 
cause such options must be for at least 
85%, (and are generally at least 95%) 
of the fair market value; since such 
value is generally impossible to establish 
in the closely-held entity, the situation 
is fraught with tax traps. 

What we have done in some cases was 
to have the corporate go through a re- 
capitalization. For example, if the cor- 
porate stock is worth $1,000,000 and we 
want the young executive to have a 15% 
but he does not have the re- 
quired $150,000, we could first have the 


interest 
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[Abraham J. Briloff is a certified public 
accountant in practice in New York City 
and a lecturer on Accounting Thecry at 
the Baruch School of Business of the 
City College (New York). This article 
is based on a talk be presented at Car- 
negie Institute of Technology in April.} 





corporation declare a preferred stock 
dividend of say $900,000 or even more; 
this would reduce the value of the com- 
mon stock (which has the voting and 
control and the leverage) to only $100,- 
000, permitting our executives to buy 
the desired interest for only $15,000. If 
it desired to do so, the shares thus sold 
could be restricted so that the corpora- 
tion would have the right or commit- 
ment to reacquire these shares for some 
agreed value or pursuant to some form- 
ula, on the death or resignation of our 
hypothetical executive. 

Also, in a small entity situation now 
under consideration, we are pursuing 
the so-called “shadow” or “phantom” 
stock idea along the lines suggested by 
the G.M. and DuPont plans. Pursuant 
to this procedure the corporation says to 
the executive—you don’t have to buy the 
shares but we that if we pay a 
dividend at anytime within the next X 
years, we will pay to you the dividend 


agree 


you would have received on Y shares as 
if you owned these shares at the time 
when the dividend is to be paid. Fur- 
ther, on retirement or death, we will 
pay you a sum equal to the appreciation 
in value of these Y shares during the 
period of your employment. What this 
does is to give the executive immediate 
economic benefit, without cash outlay 
and also gives him the benefits of any 
appreciation in the value of the corpo- 
rate equity—an appreciation to which 
our executive is presumed to have con- 
tributed. It should be added that a draw- 
back here is that the entire benefit here 
payable would be subject to ordinary 
income taxation; capital gains benefits 
would probably not be feasibie. In the 
G.M. and DuPont 


plans are tied into restricted stock op- 


situations, since the 


tions the employee can, in fact, exercise 
such options, and by thereafter selling 
(i.e., after six months) realizing a long- 
term capital gain—but again, as was in- 
stock 
option is not readily adaptable to a 
small entity situation. 


dicated heretofore, a_ restricted 


Qualified plans 


There is one form of employment 
benefit which is a common phenomenon 
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in large enterprise, which is also rea- 
sonably readily available to small enter- 
prise, but which is used too seldom by 
these smaller entities. I am referring to a 
qualified pension or profit-sharing plan 
with its whole train of favorable tax 
consequences: 

The corporation may deduct immedi- 
ately the cost of these contributions, 
without tax to the employee coupled 
generally of 
trust. Also, while I do not recommend 


with tax-exemption the 
any “hanky-panky” in this connection, 
the trust can, if it chooses, make prud- 
ent investments in the shares of the em- 
ployer corporation. In brief, the trust as 
a tax-exempt entity has some delightful 
possibilities. 

Further, the benefits paid on death 
may be excludable from taxable income 
$5,000 and, in 
cases, can be excluded from the taxable 


to the extent of most 
estate for the purposes of the estate tax. 

What the standards 
that are the keys to this kingdom? Gen- 
erally speaking, the plan must be non- 


are reasonable 


discriminatory (this to prevent all the 
benefits flowing to shareholders, execu- 
tives and supervisory personnel). But, 
having said all this, I should add that a 
plan may discriminate and still be non- 
discriminatory providing that we’re dis- 
criminate in our discrimination. Thus, 
we can leave out, in a particular case, 
those who have been in the company’s 
employ for less than three years (say), or 
who are members of a collective bar- 
gaining group which has a contract with 
the company, or who are hourly paid 
(instead of on a salary basis), or who 
are on a commission basis, etc., etc. 
Without going into the situation in 
depth, it is clear that those responsible 
for the destinies of small corporate en- 
terprise might well consider the appro- 
priateness of a qualified plan; those in- 
volved in partnerships or sole proprie- 
torships might well consider incorporat- 
ing just to permit participation in such 
a plan. In fact, so delightful are the pos- 
sibilties that, in some cases, the incorpo- 
ration was immediately followed by an 
election to be taxed as a non-incorpo- 
rated entity under Subchapter S—the sole 
function of the incorporation in that 
case was the pension plan suggested here. 
It is only through discussion by the 
client with his lawyer, accountant, insur- 
ance advisor, and corporate trustee that 
the presumably best solution will evolve. 
Ict me, however, emphasize that the 
plan need not be an insured plan (in 
fact in most cases involving small enti- 
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ties I’ve found the insured plan unat- 
tractive, because it is too costly and too 
rigid); it need not be a profit-sharing 
plan (in many cases this was quite inap- 
propriate since it was too limited in its 
benefits for the shareholder-executives 
and also it is frequently vetoed because 
it requires the divulgence of the corpo- 
rate income). In an article appearing in 
the May, 1957, Trusts and Estates Maga- 
zine I case for the so-called 
Money Purchase Plan. This is a plan 
whereby. contributions are made to a 
trust on a formula which is not actuarial, 
such as a certain percentage of salary for 
the current and future years, with con- 


made a 


sideration also being given to past serv- 
ice. The employee, or his beneficiaries, 
derive benefits to the extent of the ac- 
cumulation in this fund to his credit on 
the benefit-entitlement date. I should 
add that the percentage of salary is cap- 
able of being adjusted upwards or down- 
wards where business exigencies dictate 
the need or desirability of such adjust- 
ment; while, this adjustment should not 
be done mischieviously nor capriciously, 
else the plan loses its effectiveness for 
employees, it can nevertheless be accom- 
plished expeditiously. 


Estate tax aspects cf qualified plans 


One of the advantages inherent in 
qualified plans is that the death benefits 
can generally avoid estate taxes. How- 
ever for this exclusion to prevail, the 
benefits must be paid to a designated 
beneficiary other than the estate. We 
should make certain that there is a valid 
designation of beneficiary on file. How- 
ever, if these amounts are then paid to 
someone who already has a substantial 
estate, the estate tax payable on the 
death of that beneficiary is thereby aug- 
mented. To avoid this estate tax on the 
second death (note that the estate tax 
on these benefits is generally easily 
the executive’s death) a 
somewhat expeditious procedure is avail- 


avoided on 
able. Assume that the executive desires 
his spouse to have the full use of the 
funds but wishes to minimize the estate 
tax on He 
intervivos trust with but a 
nominal principal (say $10). Under this 
trust indenture, the income is made pay- 
able to his wife and she may also be 
given some rights to invade the trust 
principal; she is not, however, given a 
general power of appointment over the 
trust. Our executive then files a desig- 
nation with the pension (or profit-shar- 
ing) committee of the organization di- 


her eventual estate. could 


create an 


recting that the benefits on death be 
made payable to the trust which was 
especially created. It follows that on the 
executive’s death the benefits would be 
exempt from the estate tax to the ex- 
tent provided by statute; the corpus re- 
maining in the trust on his wife’s death 
would probably escape tax in her estate 
under the usual rules pertaining to in- 
terests in trust. If, after he has created 
this trust, our executive’s ideas change 
as to the designation that he made, all 
he has to do is execute a new trust (with 
another $10 in principal), file a new 
designation of beneficiary with the com- 
mittee and permit the initial trust to 
atrophy. 

Continuing with these qualified plans 
and their effect on estate plans, it should 
be remembered that at least a part of 
the benefits to be paid on death will 
probably be subjected to tax, presum- 
ably as a long-term capital gain. It 
stands to reason that if this benefit is 
received by someone in a lower tax 
bracket a lesser tax would be payable 
on the than if 
taxed to someone in a higher tax brack- 
et (even as a long-term gain). If, then, 
the executive has $10,000 in the bank 
and a $10,000 benefit under a_ profit- 
sharing plan, he should give the bank 
account to the beneficiary in the higher 
tax bracket and the plan benefit to the 
one in the lower bracket (rather than 
vice versa). Conceivably, the trust device 
referred to above could help in income 
tax planning also since the trust’s brack- 
ets may be lower than the beneficiaries 
and, also, the trust has an exemption of 
its own. 


same income it were 


Where the plan permits retirement 
benefits to be paid in a lump sum or 
over a period of years, the temptation is 
to take the funds as a lump sum and 
pay only a capital gains tax. Pause for 
a moment and remember that doing so 
means that the investment income and 
gain potential has been cut generally by 
25%; there is only $3 left out of every 
$4; the other $1 has gone for taxes. Also, 
the income on the $3 which remains is 
then taxed from year-to-year at what- 
ever brackets the taxpayer is in; if you 
leave it in the trust the earnings and 
profits remain tax-free and can then be 
reinvested by the trust. Further, the 
property remaining in the trust would 
still be administered by the (presumably 
prudent) trustee, thereby permitting you 
to avoid the impulse of a “hot-tip” or 
the entreaties of a profligate or an other- 
wise importunate relative. Finally, to the 
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extent any benefits remain in the trust 
at the time of death, the estate tax avoid- 
ance procedures might apply. So it is 
that despite the apparent attractiveness 
of the quick capital-gains tax, it might 
be better to have the bird fatten in the 
bush rather than have it evaporate in 
your hands. Again, this is not something 
that can be generalized; the answer can 
be arrived at only in a particular case 
after an evaluation of the alternatives. 
It should be noted that the particular 
decision would also depend on the pro- 
visions of the plan and trust. 


Restricted stock ception 

Also within the ambit of fringe bene- 
fit plans we find restricted stock options. 
As noted above, these are practical only 
in widely-held corporations with some 
public trading in its shares. These op- 
tions are becoming increasingly impor- 
tant assets in the estates of our clients 
The 
options issued pursuant to a plan con- 
forming with the standards of the Code 
are usually 


who are corporate executives, 


given at a 
to at least 95% 


price equal 
, of the market price at 
the time the option was granted. In 
planning with respect to such options 
the important income tax consideration 
to bear in mind is that the exercise of 
the option, if followed by a sale of the 
shares by the executive, produces a tax 
on the appreciation, presumably as a 
long-term capital gain. This tax can be 
avoided by the retention of the shares, 
if the option is exercised, or by the non- 
exercise thereof during his lifetime fol- 
lowed by a disposition of the option by 
his estate or heirs either by exercising 
the option or by its sale. In such event 
there would not be any income tax on 
the appreciation during the decedent's 
lifetime, this because the option (or the 
shares acquired pursuant to the exer- 
cise of the option) would be valued as 
of the date of death (or under the one 
death 
deemed more economical) and only the 


year after election if that is 
difference between such valuation and 
the proceeds from sale would enter into 


the income tax computation. 


Deferred compensation 


Outside the realm of qualified plans 
there are many alternatives of deferred 
compensation plans. A particularly in- 
triguing one is set out (as example 2) in 
Rev. Rul. 60-31 which permits an execu- 
tive to enter into an agreement with his 
employer whereby a certain profit-share 
would be computed for the executive 


but not then paid to him. The employer 
takes this (diminished by the 
amount of tax which the corporation 
would have saved if it had paid the 
share out immediately) and invests it in 
stocks, etc.; any profits or income real- 
ized on these investments are similarly 
included in the profit-sharing fund be- 
ing accumulated for the executive. 
Then, pursuant to the agreement, the 
fund is paid out at certain intervals in 
the future—after retirement, death, resig- 
nation, and the like. Since the employer 
gets a tax deduction for the pay-out at 


sum 


that time, the tax saving then realized 
by the corporation is added to the pay- 
out to avoid its getting a double tax 
benefit from the arrangement. The ex- 
ecutive pays a tax only on the pay-out. 

The reason that this plan is so in- 
triguing is, first, the fact that the ster- 
ility which was common to non-qualified 
deferred compensation programs is 
thereby avoided. While it is true that the 
investment potential is being temporar- 
ily diminished by the abatement for the 
corporate tax, still this 52% diminution 
might be less than the rates in which 
the executive finds himself. Also, if the 
fund is then invested in dividend pay- 
ing stock the effective rate of corporate 
tax thereon would be only about 8%— 
very much less than that which would be 
payable by the executive if he were in- 
vesting the fund on his own. 

It should be abundantly clear that 
this suggestion (like any other procedure 
involved in estate planning) cannot be 
applied full-blown to all cases; even in 
a particular case, it would have to be 
adapted and applied with understand- 
ing and expertness. 


Gifts and trusts 


Also in connection with planning for 
estate tax minimization, you might be 
tempted to counsel gifts during your 
client’s lifetime; of course, if he’s 
reached the state of affluence where he 
can get rich by giving it away, the coun- 
sel is clearly appropriate. In some cases, 
however, you may have some reserva- 
tions about this procedure—your client 
might think it more desirable to retain 
the property for his own retirement or 
to meet the contingencies which may 
befall him. There is, however, one type 
of property which may become subject 
to the estate tax which the client might 
want to give away—that is the so-called 
“current insurance protection” or the 
appreciation occurring in the policy by 
reason of death. Assume that he has life 
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insurance with a face amount of $100,- 
000 with a cash value of $15,000 the cur- 
rent insurance protection is therefore 
$85,000. This $85,000 is obviously some- 
thing he has not been relying on for 
“living objectives” a least not for his 
living. So it is that I might recommend 
that the client consider the desirability 
of borrowing the $15,000 on the policies 
and then contributing the contracts, 
subject to the loan, to a trust created 
to carry these policies (it might be the 
same trust described above in connec- 
tion with the pension or profit-sharing 
benefits, or a different trust). From year 
to year the client would pay the inter- 
est on the loan; the trustee would then 
apply the annual dividends and the in- 
creasing cash or loan values of the poli- 
cies towards the annual premiums—the 
remainder of the premiums should then 
be contributed by someone other than 
my client (possibly his wife). This pro- 
cedure, assuming that my client has the 
foresight to survive for three years (the 
presumptive death 
period), could obviate the estate taxes 
on this current insurance factor; it also 


contemplation of 


has the virtue (if tax avoidance be vir- 
tuous) of avoiding gift taxes since the 
loan vitiated the value of the policy at 
the time of the gift. This procedure has 
also been extended to include an execu- 
tive’s group life insurance certificate; I 
have certain doubts as to the efficacy of 
this possibility since the Service might, 
with good reason, assert that the execu- 
tive had a continuing interest in the 
group policy (the executive’s continued 
employment being a condition precedent 
to the effectiveness of the policy) thereby 
making it includible in his gross estate. 
But since the worst that can then hap- 
pen is probably no worse than what 
would otherwise prevail, the procedure 
is worth the risk. 


Short-term trusts 


Let’s come back from the kingdom of 
heaven and think in terms of accom- 
plishing some of the objectives of the 
living. Let’s assume that our executive is 
in a high income tax bracket, partly at- 
tributable to income from investments; 
assume also that he cannot see his way 
clear to giving away any of his property 
irrevocably or irretrievably; here the 
possibility of a so-called ten-year trust 
might be of interest. Thus, if the execu- 
tive is supporting his parents or is desir- 
ous of building up a fund for his child 
or children, then he can give securities 
to a trustee to hold for a period of ten 
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years; during those ten years the income 
is diverted to the beneficiaries (the par- 
ent, child, etc.) on which tax is paid by 
them; at the end of the ten year period 
the property reverts to the grantor. So it 
is that during the presumed high tax 
bracket years the executive’s income has 
been reduced; at the end of the trust 
period, when he presumably needs the 
securities for his own use, the property 
reverts to him. Another salutary aspect 
of such an arrangement is that for pur- 
poses of the gift tax only the present 
value of the ten years of presumed in- 
come enters into the balance. So it is 
that about $21,000 can be put into such 
ten-year trust funds each year for as 
many persons as you can name; since 
the present value of the income from 
each of these funds is less than $6,000 
the 
married donor would make it unneces- 


annual exclusion allowance for a 
sary for a gift tax to be paid—even the 
lifetime exemption would not be in- 
vaded. 

By way of illustration—if the annual 
income from the $21,000 fund were as- 
sumed to be 1,000 and if the executive 
bracket, his after tax re- 
$300. If the benefici- 
ary’s tax brackets produce a tax of only 
$100 on this $1000., then the benefici- 


is in the 70% 


tention would be 


ary’s retention is $900—an improvement 
of $600 each year. The Government is 
thereby financing a handsome dowery or 
helping to support a parent. (Inciden- 
tally, where the income goes to the sup- 
port of a minor, the income might then 
end up by being taxed to the parent— 
another problem to be considered in the 


adopting of the plan.) 


Other gifts 


Continuing with gifts made to save 
income tax and possibly also estate tax, 
consideration might be given to gifts of 
appreciated securities prior to sale (es- 
pecially if you’ve had the “misfortune” 
of a rapid run-up within six months, 
hence a short-term rise). If the donee 
then sells, the tax incidence is on him, 
not on the executive; presumably the 
donee’s bracket is appreciably less than 
that of the executive’s—hence a tax sav- 
ing. The donee of the gift might be a 
child, the 
then be registered in the name of a cus- 


minor and securities could 
so-called Uniform 
Gifts to Minors Act, which is in effect in 


most States. 


todian under the 


Continuing with substantially appre- 
ciated consideration might 
well be given to contributing these se- 


securities, 
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curities to, say, your college. Such a gift 
would be thrice-blessed: First, the appre- 
ciation in value is never taxed to you; 
then, you derive an immediate contribu- 
tions deduction (within the 30% limit) 
with a commensurate tax saving; also, 
you’ve advanced the cause of education. 
Which of these considerations should be 
paramount is outside the scope of this 
deliberation—suffice it to say, the possi- 
bility merits consideration. 


Conclusion 


The estate plan eventually adopted 
should, first and foremost, reflect the de- 
sires of, and be responsive to, the obli- 
gations of the client to his family and to 
society generally. Then, and only then, 
should he seek the way in which these 
desires could be accommodated at the 
least tax cost. 

Estate planning is a continuum—it is 
not something done and then put away 
for a lifetime. There are many facets in- 
volved reconsideration- (if not 
change) is necessary whenever there is a 


and 


significant change in any of these facets. 
Estate planning is an aspect of living 
also, and is not intended to relate to 
the financial incidence of death alone. 
One final word on the role which we 
are to play in the development of our 
client’s estate plan. The factors and 
problems are generally so pervasive that 
no one professional advisor is in a posi- 
tion to develop the entire program 
autonomously. So it is that the client 
should be encouraged to develop a 
strong common bond of understanding 
with and among his accountant, lawyer, 
insurance advisor, and bank trust off- 
cer. Each of these advisors should be 
charged with the responsibility of ini- 
tiating discussions to discern the respon- 
sibilities on the client and to contribute 
of their expertise to the solution of his 
problems; they should be encouraged to 
make this contribution entirely objective- 
ly and without reference to such self- 
serving forces as “pride of authorship” 
or the compensation to be derived from 
the adoption of one plan or another. * 


Severance of joint tenancy in contemplation 


of death — will there be a new look? 


‘Pere ONE WHO furnished the considera- 
tion for the acquisition of property 
in joint tenancy convert the property 
into a tenancy-in-common in contempla- 
tion of death and reduce by one-half the 
amount includible in his gross estate? 
Although this question has been an- 
swered in the affirmative in an impres- 
sive line of decisions going back to 
Sullivan’s Estate,1 a recent district court 
decision has taken a contrary position. 
Thus a question which seemed to have 
laid at rest—but 
criticism by the commentators?—has now 


been not without 


been revived. 


The Harris case 


In Harris v. United States,3 the dece- 
dent had provided the consideration for 
the acquisition of certain real estate in 
joint tenancy with his wife. He became 
acutely ill and was hospitalized. There 
was a possibility that surgery would be 
required, but before he would consider 
submitting to an operation, he insisted 
upon a conference with his attorney who 
was called to his bedside at 3:00 a.m. 
Later on the same day, the decedent and 
his wife executed conveyances which 


by J. NELSON YOUNG 


converted the jointly held property into 
a tenancy-in-common. The evidence in- 
dicated that the decedent’s motives in 
converting the property into a tenancy- 
in-common were twofold: to save estate 
taxes, and to bring one-half of the prop- 
erty under his control through provi- 
sions in his will giving his surviving 
spouse a life interest with a gift over to 
their children. The decedent recovered 
from the acute illness without surgery, 
but died twenty-two months later. 

In support of its decision that the 
value of the entire property was in- 
cludible in the decedent’s gross estate, 
the district court relied 
existent statutory provision, “Section 
2040(B),” and the Sullivan case which is 
on all fours as to the facts but directly 
contrary as to the law.* There is no ap- 
parent explanation for the error of the 
court in referring to the non-existent 
“Section 2040(B)” which purportedly 
integrates the contemplation of death 
provisions with the joint tenancy provi- 
sions.5 The error in citing the Sullivan 
case may have been the result of confus- 
ing the Tax Court decision with the 
decision of the court of appeals. 


upon a non- 
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In the Sullivan case, the Ninth Circuit 
in reversing the Tax Court took the 
position that the conversion of joint 
tenancy property into a tenancy-in-com- 
mon, even though in contemplation of 
death, serves to exclude one-half of the 
property from the decedent’s gross estate. 
Che rationale of the decision may be 
stated in the alternative: either (1) there 
is no transfer by the decedent of the one- 
half interest which is in the exclusive 
control of the donee joint tenant as a 
matter of local law; or (2) there is a 
transfer for adequate and full considera- 
tion in money or money’s worth by the 
mutual extinguishment of survivorship 
rights. In either case, Section 2035 is in- 
applicable and, of course, Section 2040 
loes not apply since there is no joint 
tenancy in existence at the date of the 
decedent’s death. 


[The Tax Court, on the other hand, 
had held that the contemplation of 
death provisions were applicable for the 
reason that severance of the joint ten- 
incy was motivated by a desire to save 
estate taxes. The Tax Court also con- 
cluded that the transaction was not bona 
fide and that there was an absence of 


and full 


money or money’s worth inasmuch as 


dequate consideration in 
the decedent’s gross estate was depleted. 


There was no discussion in the Tax 
Court opinion of the question as to 
whether the 


severance constituted a 


transfer” of an “interest” by the de- 
cedent as required by the language of 
the contemplation of death provisions. 
Reversal by the Ninth Circuit in the 
Sullivan case was apparently persuasive 
to the Tax Court. In subsequent cases, 
the Tax Court has not only applied the 
rationale in a joint tenancy case,® but 
it has also extended the doctrine, with 
doubtful justification, to tenancies by 
the entireties.7 Furthermore, the Com- 
missioner has acquiesced in all these de- 
cisions. Concurrently with these later 
lax Court decisions, the Sullivan rule 
was also recognized by the Maryland dis- 
trict court.® 

\s subsequent events have proved, it 
would have been misleading to rely 
upon the Commissioner’s acquiescence as 
iccurately reflecting the attitude which 
the Service would assume in future cases. 
There was some indication in the pro- 
mulgation of the Federal estate tax regu- 
1954 Code that the 
Commissioner was taking a new look at 


lations under the 


the problem. As originally proposed, the 
regulations incorporated the rule of the 
Sullivan decision.19 In the final regula- 


tions, however, these provisions were 
deleted. The probable explanation for 
this deletion lies in the fact that the 
Sullivan rule with respect to severance 
of joint tenancies in contemplation of 
death conflicts with the Commissioner’s 
position with respect to the release of a 
retained life interest in contemplation 
of death.!11 The basic problem in each 
case is fundamentally the same. It is 
significant to note that the first case 
relating to the relinquishment of a re- 
tained life interest has been decided 
against the Commissioner.12 
There is no difficulty in defining the 
issue presented by the severance of a 
joint tenancy in contemplation of death. 
It is clearly delineated by the differing 
approaches taken by the Tax Court and 
the Ninth Circuit in the Sullivan case. 
Section 2035 provides that the gross 
estate shall “the 
property to the extent of any in- 
terest therein of which the decedent has 
made a transfer. . 


include value of all 


. in contempla- 


tion of his death.” 


Is this language 
limited to an “interest” determined by 
property law concepts, or is it to be con- 
strued to mean a “taxable interest”, that 
is, the interest which would have been 
taxed except for the transaction in ques- 


1175 F.2d 657 (CA-9, 1949), reversing 10 TC 961 
(1948). An earlier case had taken a contrary view 
and had applied the contemplation of death pro- 
visions to a transfer by a husband to his wife of 
property previously held as tenants by the entire- 
ty. Commonwealth Trust Co. v. Driscoll, 50 F. 
Supp. 949 (W.D. Pa. 1943), aff’d per curiam, 137 
F.2d 653 (CA-3, 1943). 

2 Lowndes, Cutting the “Strings”? on Inter Vivos 
Transfers in Contemplation of Death, 43 Minn. 
L.R. 57 (1958); Wright, Transfers of Joint Prop- 
erty in Contemplation of Death, 55 Mich. L.R. 1 
(1956); Note, Joint Tenancy and Estate Tax 
Avoidance: A Widening Loophole for Transfers in 
Contemplation of Death, 66 Yale L.J. 142 (1956). 

® CCH Fed. Est. & Gift Tax Rep. (61-1 U.S. Tax 
Cas.) $12,006 (D.C. Neb. 1961). 

4In the Sullivan case the decedent was 77 years 
old and was suffering from an ailment which re- 
sulted in his death within two months following 
severance of the joint tenancy. 

5 The court’s statement as to the non-existent Code 
provision is as follows: “Section 2040(B) provides 
that the value of property transferred in contem- 
plation of death is includible in the decedent’s 
gross estate under Section 2035 of the Code.” 

® Estate of Brockway, 18 TC 488 (1952), aeq., 
1955-2 Cum. Bull. 4, aff'd on other grounds, 219 
F.2d 400 (CA-9, 1954). 

7 Estate of Edward Carnall, 25 TC 654 (1955) 
(partition into separate equal portions), acq., 
1956-1 Cum. Bull. 3; Estate of A. Carl Borner, 25 
TC 584 (1955) (transfer on irrevocable trust with 
income payable to husband and wife for their 
joint lives and life of the survivor), acq., 1957-2 
Cum. Bull. 4. There is a serious question as to 
whether the Sullivan doctrine should apply to ten- 
ancies by the entireties since survivorship rights 
can be extinguished only by mutual consent. 

8 The Commissioner has subsequently limited his 
acquiescence in the Borner case to tenancies by 
the entireties created prior to June 7, 1932, the 
effective date of the Revenue Act of 1932. Rev. 


Estates, trusts & gifts * 157 


[Mr. Young is a professor of law at the 
University of Illinois.] 





tion? If the latter is the proper mean- 
ing to be ascribed, then any transaction 
which depletes the gross estate would be 
deemed to fall within the contemplation 
of death provisions. 

With all due respect to those who 
would adopt the “tax interest” con- 
cept,!8 it is to be observed that an im- 
pressive line of cases has established that 
an“‘interest” under the Federal estate tax 
means a property interest as determined 
by local law.14 It is also of considerable 
significance in arriving at a proper con- 
struction of the Code to note that Sec- 
tions 2035(b), 2038, and 2041 specifically 
provide that relinquishment of retained 
or acquired powers shall fall within the 
contemplation of death 


There are no similar provisions relating 


provisions. 


to the severance of joint tenancies or 
the relinquishment of 
estates. 


reserved _ life 
barrier to 
the application of the contemplation of 
death provisions with respect to the 


There is a further 


severance of a joint tenancy in that a 
severance can be accomplished by the 
unilateral action of the donee joint ten- 
ant. In fact, the donee by severing the 


Rul. 57-448, 1957-2 Cum. Bull. 618. This ruling is 
premised on the application of Section 2036 to a 
transfer of property held as tenants by the entire- 
ty on trust with reservation of the income for the 
joint lives of the transferors and the life of the 
survivor. The underlying theory for applying Sec- 
tion 2036 is that the donor retained a life interest 
in his one-half and a reversionary life interest in 
the donee’s one-half. The result is to include in the 
donor’s gross estate the entire value of the prop- 
erty reduced by the donee’s outstanding life inter- 
est in one-half. 

® Baltimore National Bank v. United States, 136 F. 
Supp. 642 (D. Md. 1955). 

10 Proposed Treas. Reg., Section 2040-1(d), 21 
Fed. Reg. 7879 (1956): “If a decedent’s fractional 
interest in joint tenancy property is given away 
in contemplation of death, his fractional interest 
is nevertheless includible in his gross estate under 
Section 2035. If a joint tenancy in property is sev- 
ered during the decedent’s life in contemplation 
of death, as by converting it into a tenancy in 
common, the fractional interest of the other own- 
er (or owners) is not included in the decedent's 
gross estate under either Section 2035 or Section 
2040 if the decedent has no remaining interest in 
or control over such interest even though the de- 
cedent furnished the entire consideration for the 
property.” 

11 Treas. Regs. Section 20.2035-1(b) (1956). 

12 Allen v. United States, 60-2 U.S. Tax Cas. 
911,965 (D. Colo. 1960), appeal pending CA-10 
(eight months prior to death decedent assigned 
her retained life interest for consideration based 
on actuarial value). 

18 See articles cited note 2 supra. 

“4 E.g., Helvering v. Safe Deposit & Trust Co., 
316 U.S. 56, 62 Sup. Ct. 925 (1942); United States 
v. Field, 255 U.S. 257, 41 Sup. Ct. 256 (1921); 
Hugh D. Rhodes, 41 BTA 62 (1940), aff'd, 117 F. 
2d 509 (CA-8, 1941). 

15 See Estate of Nathalie Koussevitsky, 5 TC 650 
(1945). 
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joint tenancy may be deemed to have 
made a transfer in contemplation of 
death.15 This result is based, of course, 
upon a recognition of the donee’s prop- 
erty interest under local law. 

The Harris decision is not well found- 
but it the first break- 
through for the Commissioner since the 


ed, represents 
Tax Court decision in Sullivan. The at- 
torneys representing the estate in the 
Harris case have indicated that a mo- 
tion for a new trial is pending and that 
an appeal will be taken if the question 
is not satisfactorily resolved in the dis- 


September 1961 


trict court. Although there can be no 
quarrel with the policy arguments which 
support the result in Harris, it is sub- 
mitted that the solution should come by 
appropriate amendment of the Code 
provisions, rather than by questionable 
judicial construction of existing statu- 
tory language. Whether the issue will be 
determined by legislative or judicial ac- 
tion is likely to turn on the final deci- 
sion in Harris and the disposition by the 
Tenth Circuit of the Allen case involv- 
ing the relinquishment of a retained life 
interest in contemplation of death. 





Trust property includible because of re- 
version. 


Decedent transferred property 


in trust for the successive lives of his 


wife and daughter, retaining an express 
reversionary interest. His wife prede- 
ceased him but his daughter was still 
living at the The 


value of the reversion immediately be- 


time of his death. 
fore his death was found to be 9% of 
the value of the trust property after de- 
ducting the value of the daughter’s life 
Since the was worth 


estate. reversion 


more than 5% of the corpus, the value 
the the 
daughter’s life estate, was included in 
the decedent’s gross estate. Mears, DC 
5/9/61. 


of the corpus, less value of 


Massachusetts 


Trustee’s liability for gift tax deficiency 
limited. Mr. A transferred property to 


his sister as trustee in 1951. After his 
death, deficiencies in gift tax were 
asserted for gifts to a third person made 
in 1945. The trustee had been held 
liable as a transferee of the donor’s 
estate to the extent of the value of the 
assets transferred to the trust in 1945, 


but on remand from the Second Circuit 
the Tax Court modified its original rul- 
ing to indicate that the trustee’s liability 
as transferee of the donor’s estate is satis- 
fiable only out of the fund in the trust 
in 1951 when the notice of deficiency 
was served. Want, TCM 1961-182, 6/16, 
61. 

with Turner. Widow’s 
power over insurance proceeds is a pre- 
1942 power. The IRS announces that it 


*Service agrees 


will follow the decision of the Eighth 
Circuit in United States v. Winifred H. 
Turner Exrx. wherein it was held that 
the decedent’s husband had created for 
her a general power of appointment 
when he entered into an agreement with 


an insurance in 1935 even 
though he retained the privilege of alter- 
ing or revoking the agreement until his 
death in 1948. Under the court’s ruling 
the insurance proceeds were not taxable 
as part of the decedent’s gross estate, for 
the decedent died without having exer- 
cised the power, and Section 2041(a)(1) 
provides for the inclusion of property 
subject to a general power created be- 
fore October 22, 1942, only if such 
power was exercised. The Internal Rev- 
enue Service further announced that it 
was revoking Rev. Rul. 278 CB 1953-2, 
267 and would give consideration to 
conforming Section 20.2041-l(e) of the 
Regulations to accord with the decision 
of the Eighth Circuit in the Turner case. 
TIR No. 320 6/1/61. 


company 


Pre-1931 transfer subject to retained in- 
come and power not taxable. In 1930 
decedent executed a deed of trust, the 
income being payable to his wife for 
life, and upon her death to decedent, 
if living, for his life. The trust was ir- 
revocable except for a power he express- 
ly reserved to make changes with re- 
spect to the distribution of principal or 
income but not so as to favor himself 
of his estate. The decedent relinquished 


this power in 1944 thereby surrendering 
all control over the trust property. He 
died in 1953, and the Commissioner in- 
cluded the value of the trust property in 
his gross estate as a transfer with a re- 
tained life estate on the ground that 
the transfer occurred subsequent to 
March 4, 1931. It is held, however, that 
the transfer occurred when the trust 
was created, not when the power was 
relinquished and that the exception for 
transfers made prior to March 4, 1931, 
was applicable. Ridgway, CA-3, 6/1/61. 
6/1/61. 


Exclusion lost because of power to ac- 
cumulate income. Donor created an ir- 
revocable trust for the benefit of his four 
minor granddaughters. The trustee was 
given discretionary authority to pay or 
withhold and accumulate all or part of 
each minor granddaughter’s beneficiary’s 
share of the trust income. Gifts of shares 
of stock to the trust failed to qualify 
for the gift tax-exclusion. The gifts were 
held to be gifts of future interests be- 
cause of the trustee’s power to withhold 
income. The court noted that the bene- 
ficiaries did not have the unrestricted 
right to the immediate use, possession or 
enjoyment of the income from the trust 
property. Albright, D.C. Alabama 6/8/ 
61. 


Gifts to trusts for minors qualify for 
exclusion. In 1949 donor established two 
irrevocable trusts, one for the benefit of 
each of his daughters. All of the income 
from the trusts was to be paid to the 
court-appointed guardian of the estate 
of each of the daughters, and ds each 
daughter attained age 21 her respective 
guardianship and trust would terminate 
and the assets would be distributed to 
her. The gifts to the trusts were held to 
be gifts of present interests qualifying 
for the annual exclusion under Section 
1003(b)(3) of the 1939 Code. Goodman, 
DC Tennessee 5/18/61. 
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NEW DEVELOPMENTS IN 


Fraud & negligence 





IRS using net worth indiscriminately 


against taxpayers with poor records 


by FRED R. BOHLEN 


The Internal Revenue Service does not reserve the net worth weapon for use against 


those suspected of large-scale criminal evasion. It is being widely used against small 


businessmen, even those with fairly adequate records, and, Mr. Bohlen feels, often 


unjustly. As he shows in this story of an actual case he handled, the accountant, 


when called upon to rebut an agent’s net worth computation and show that his 


client did report all income, faces a job calling for ingenuity, persistence, and 


imagination, 


] r HAS BEEN my experience, in and out 
of the Internal Revenue Service that 
the net worth method can be used to 
harm the innocent as well as to unmask 
the guilty. It behooves the practitioner 
to familiarize himself thoroughly with 
the net worth techniques so as to be 
able to defend the innocent and see that 
the guilty are not taxed more than they 
owe. It is my feeling that more taxpayers 
have been overtaxed through the net 
worth theory than through any other 
audit procedure or technicality of law. 
[he theory is a dangerous one and many 
incorrect deficiencies are assessed. The 
reasons are these... 

1. The taxpayer has not maintained 
what the Internal Revenue Service con- 
siders adequate records, and is, there- 
fore, unable to controvert the proposed 
net worth increases readily. 

2. The taxpayer 
understand the interrelation of the var- 


usually does not 
ious factors used in development of the 
net worth. 

3. The Revenue Agent tends to look 
for deficiencies and is apt to ignore 
leads offered by the taxpayer which ex- 
plain net worth increases. The Agent 
also tends to ignore what records the 
taxpayer has. 

t. Some taxpayers are not adequately 
represented. In some cases neither the 
taxpayer nor his representative really 
comprehend the net worth technique. 

5. Since the validity of the net worth 
proof hinges on values as of a specific 





point in time, it is very easy to come to 


an erroneous conclusion by placing 
assets or liabilities in the wrong years. 
This is especially true for transactions 
occurring near the end of the net worth 


period. 


The innocent taxpayer 


Several years ago our firm had the 
good fortune to assist an individual in 
disproving a deficiency based on net 
worth. His case presented most of the 
errors commonly found in application 
of the theory. 

In May of 1957, 
came into our office, on the introduction 


Innocent Taxpayer 


of an accountant friend of ours, bearing 
a Revenue Agent’s report covering the 
years 1952 through 1954 showing a total 
deficiency of $11,361.96 including penal- 
ties. The tax had been assessed on the 
basis of a net worth computation and 
the total deficiencies, including interest, 
had been paid in March of 1957. The 
taxpayer had executed a Form 870, even 
though he felt he owed no tax, because 
he could not controvert the Agent’s evi- 
dence. He could not understand, how- 
ever, how the Agent determined that he 
had made such substantial profits; he 
couldn’t see where the profit was. 

A statement of net worth at December 
31, 1948 and year ends through Decem- 
ber 31, 1954 was attached to the Revenue 
Agent's report. This statement, somewhat 
Exhibit A. 


shortened, is shown on 


The taxpayer told us that he, his at- 
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torney, and his bookkeeper had looked 
over the net worth statement and that 
no discrepancies were noted. Still he felt 
that the computation of the income was 
wrong; he thought that his records were 
adequate and he knew that he made 
every effort to account for his profits 
properly. 

During the period under investiga- 
tion, the taxpayer had been engaged 
primarily in the business of supplying 
amusement devices to various establish- 
ments; mainly jukeboxes, pinball ma- 
chines, and shuffleboard games. He had 
also conducted, during the latter part 
of the net worth period, an appliance 
business and a cab business. For each 
of these entities he had maintained a 
cash journal, which accounted for all re- 
ceipts and latter 
being made exclusively by check except 


disbursements, the 
for minor petty cash items. No general 
ledgers had been maintained for any 
did 
maintain records on all fixed assets, re- 


of these businesses, although he 


ceivables, and inventory items. He had 
in his possession all the checks and most 
of the invoices which he had paid 
through this period. 


The first lead 


Our first interview was more in the 
We 


pressed upon him the fact that the road 


nature of an_ interrogation. im- 
would be difficult and that we had the 
burden of disproving the established net 
worth. We emphasized the necessity of a 
complete disclosure of all facts, and that 
there was no detail concerning his busi- 
ness life or the Agent’s questions, state- 
ments and methods, that was too trivial 
to relate. It is amazing the number of 
important facts that are turned up by 
leads from minutiae. All the statements 
made were noted on paper for future 
reference. These notes were reread at 
the end of the interview to make sure 
there was a complete understanding of 
the facts presented. 

We asked him many questions con- 
cerning the various items that appeared 
on the net worth statement; he agreed 
that he had owned all the assets shown 
on it. He said that the depreciation was 
and that the 


computations of the living and personal 


taken from his records, 
expenditures were, to the best of his 
knowledge, accurate. 

There was, however, one thing on the 
net. worth statement that attracted our 
eye. We saw nowhere listed among the 
liabilities and reserves any accounts pay- 
able. The only liability listed by the 
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EXHIBIT A: Innocent taxpayer net worth statement 
Balances as of December 31, 
Assets 1951 1952 1953 1954 
Bank Accounts, Various ...... $ 1,939 $ 2,680 $ 7,720 §$ 7,770 
Country Bank 700 
Real Estate: 
Various 23,600 54,250 49,150 49,150 
Business Building 4,500 4,500 
46 Acres Adjoining Residence 4,000 
Business Assets: 
Various Autos and Trucks 4,853 8,519 8,519 10,911 
1947 Cadillac : 
Diamond T. Truck aa 400 
Chevrolet Truck 2,175 2,173 2,173 2,173 
Amusement Machines 65,901 83,452 96,409 106,902 
Furniture and Fixtures 517 517 517 517 
\ ppliance—Receivables and 
Inventory ' 12,068 9,640 
\ppliance—Equipment 1,823 1,823 
Cab Business—Investment Pe a 600 
Series “E”’ Bonds 2,152 2,152 1,550 
Notes Receivable 21,750 21,750 7,100 4,200 
Boat 3,000 3,000 8,000 
Farm Assets 150 
Total Assets 125,889 178,496 194,532 203,499 
Liabilities and Net Worth 
Notes Payable—Miscellaneous 8,657 $2,657 20,005 15,878 
Notes Payable Town Bank 10,000 6,750 6.500 6,500 
Notes Payable—City Bank 8,316 8,241 5,427 
Depreciation Reserve 46,487 57,223 71,527 86,552 
Total Liabilities 65,145 99,947 106,274 114,358 
Net Worth 60,744 78,549 88,258 89,141 
Net Worth Income 17,805 9,708 883 
Plus: Living Sxpenses 9,643 8,360 8,571 
Less: Non-taxables (2,500) (2,361) (2,500) 
Corrected Adjusted Gross 
Income 24,948 15,707 6,954 
Less: Per Returns 10,239 8,230 5,489 
Net Adjustment $ 14,709 $ 7,476 $ 1,464 











Acent were several notes and their 
history, but no open accounts. This 
looked very peculiar to us, since the 
net worth statement listed inventories 
of appliances of $8,500 at the end of 


1954. It 
that a 


1953 and $7,800 at the end of 
appeared inconceivable to us 
businessman would have his inventory 
The 


confirmed our suspicions. Although this 


fully paid at year end. taxpaye! 
fact would not help us in the main 


problem; i.e. establishing the proper 
opening net worth, it did show that the 
Agent had missed an important point 
and suggested that he might have missed 
others. With this little fact working in 
our favor, we suggested that the tax- 


payer put his records in a box, including 


all bank statements, etc. and bring them 
to our office so that we could check other 
items appearing on the net worth state- 
ment. 


Getting the facts 


In the meantime, we told him to give 
us a list of all his suppliers for all of 
his business interests so that we could 
prepare confirmation forms to circulate 
among them in the hope that they still 
had records which would indicate liabili- 
ties of the taxpayer at the end of the 
years involved. 

After the taxpayer left with the 
promise to return as soon as possible 
with all the records which we had re- 
quested, we again read the net worth 


statement. It showed a $23,000 decrease 
in net worth from the years 1948 to 
1951. There was a corresponding in- 
crease in net worth of $28,400 from 


1951 to 1954, yet the taxpayer had re- 


ported taxable income during all the 
years. This indicated the possibility 
that assets had somehow been maneu- 
vered out of the earlier years and put 
into the taxable years. 

The taxpayer lived and conducted his 
business in a small town about 50 miles 
from Cincinnati. His amusement devices 
were located throughout a more or less 
rural community and his business was 
conducted in this general area. The tax- 
payer was uneducated and had only a 
rudimentary knowledge of bookkeeping. 
Unfortunately, the who 
maintained the records during the net 
worth period had died before the in- 
vestigation began, and the taxpayer was 
unable to interpret the records. His at- 
torney evidently did not have a Treasury 
card and the Agent had refused to dis- 
cuss the case with him. The attorney 
did, however, look at the net worth state- 
ment, but since the Agent refused to 
discuss the case with him, he was left 
in the dark as to the implications of the 
net worth increases. 


bookkeeper 


The taxpayer’s return had been pulled 
for investigation as part of a special 
program then being conducted in out- 
lying counties. All taxpayers who had 
acquired farms during a_ three-year 
period of time were being checked. 
Since the taxpayer had acquired a farm 
during the period, he was part of the 
program. The Agent had approached the 
audit confidently, because the taxpayer's 
business involved the handling of cash; 
because the taxpayer had operated slot 
state in 
earlier years; and because taxpayer had 


machines in a_ neighboring 
no general ledger. From this point on, 
the Agent had, so to speak, a field day. 
His net worth statement was completed, 
the deficiency computed, the agreement 
secured, and the accepted by 
the review staff with apparently little 


report 


or no real check because of the executed 
Form 870. 

While awaiting the recordss, we had 
circularized all the taxpayer's deposi- 
taries requesting the banks to certify the 
balances on deposit at the end of each 
of the years involved, and the amounts 
owed on notes. We realized that our big 
difficulty would be establishing the 
proper net worth as of 12/31/51, since 
the burden of proof was clearly on the 
taxpayer. If this could be increased suffi- 
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Fred R. Bohlen, CPA, is a junior part- 
ner in the accounting firm of J. L. Os- 
berger & Co. in Cincinnati.] 





ciently, there was every possibility that 
the other years would take care of them- 
selves. Every time an adjustment to a 
that works 
favorably for one year you find that it 
is detrimental to a subsequent year. The 
explanation of the increases has all the 
difficulties encountered in attempting to 
kill a nine-lived cat. 


year-end balance is made 


The taxpayer returned several days 
later and deposited in our office several 
all his 


records for the years involved. The first 


cardboard cartons containing 
thing we inspected was the cash journal 
sheets, and these appeared to be prop- 
erly prepared. All checks appeared to 
have been entered; deposits were ac- 
and 


counted for various 


columns indicating their source. There 


spread in 


was a personal column, and there was a 
general column, although no general 
ledger was employed. The taxpayer in- 
cluded in the boxes notes made and can- 
celled, cash collection statements pre- 
pared daily by his collectors, invoices 
for the purchase of equipment, bank 
statements, cancelled checks, and mis- 
cellaneous data. 

In the meantime we had decided to 
proceed in an orderly fashion taking 
each group of assets through the entire 
period letting the chips fall where they 
would, rather than attempting to in- 
crease the opening net worth alcze. 
Our reason was that we carried the bur- 
den of proof and realized it would be 
foolish to whip the first year and lose 
horribly in the later years by a reverse 


shift of factors. 


Bank balance errors 


When we inspected the December 


bank statements for each of the years we 
found that the bookkeeper had recon- 
ciled these balances on the statements 
themselves, but that the Agent had used 
the bank balances without adjusting for 


yutstanding items. It was obvious that 


this error had made a substantial shift 
between the years 1951 and 1952 as 


shown on Exhibit B as adjustment #1. 
We audited the bookkeeper’s reconcile- 
the then 


outstanding. A large check was written 


ments and examined checks 


at the end of 1952 for machinery which 


t 


1e Agent included in his fixed asset ad- 
ditions fox 
bank effect re- 
corded this asset twice. Normally, of 


1952. Since he used unrecon- 


ciled balances, he in 


course a Revenue Agent does not pay 
much attention to reconciliations of 
bank balances on the theory that adjust- 
ments tend to equal out over a period of 
years, which is more or less demonstrated 
on Exhibit B. However, in this case it 
became very important, since we imme- 
diately explained $1,700 of net worth in- 
crease between the years 1951 and 1952. 
Incidentally, our inspection of the 
cash journals and other records com- 
bined with our knowledge of the tax- 
payer’s modus operendi convinced us 
that we had no chance to claim hoarded 
cash. 
The 
volved the balance shown in the Coun- 


next error we encountered in- 
try Bank. This was a personal account 
which had a balance at the end of 1953 
but which had been closed out during 
the year 1954. The Agent had obvious- 
ly listed the balance in the wrong year. 
The 
plained the next day when we received 
a confirmation 


reason for this mistake was ex- 
of this balance on the 
stationery of the Country Bank. The 
banker the balance as of 
1/1/54 12/31/53 the 
Agent, looking only at the year date, 
the This 


error was obvious, yet neither the tax- 


had listed 


instead of and 


missed month designation. 
payer nor his bookkeeper detected it. 
This is adjustment 2 on Exhibit B. 


Equipment 


Included in the material supplied by 
the taxpayer, we discovered accountant’s 
workpapers listing the taxpayer’s music 
and pinball equipment by year of ac- 
quisition. .t the bottom of each page 
the bookkeeper would list the resale 
of the current year’s purchases, and 
would arrive at an amount of net pur- 
the then 


placed on the return for depreciation 


chases for year which was 
purposes. Disposals were listed on Sched- 
ule D. checked 


against the tax return and several dis- 


These figures were 
crepancies were noticed. In determining 
the balance of the equipment owned 
as of 12/31 


deducted the disposals twice. He had 


51 the Agent inadvertently 


listed as 1951 purchases the figure net of 
the disposals and then had proceeded to 
deduct the disposals the second time. 
Several other discrepancies were found 
in the equipment account and recorded 
as they were located as adjustment 3 on 
Exhibit B. The important fact was that 
we had succeeded again in increasing 
the opening net worth. 

The net worth statement had shown 
that the taxpayer owned a 1947 Cadillac 
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at the end of 1950 and that he had 
evidently disposed of it in 1951 by trad- 
ing it in on a 1952 Cadillac. The tax- 
payer’s records, however, indicated that 
the 1947 Cadillac was sold outright in 
1952 and that all during 1951 the tax- 
payer owned and operated two Cadillacs. 
Since the 1952 Cadillac had been pur- 
chased with borrowed funds, we had two 
sources of proof that the 1947 had not 
been traded on the 1952, i.e., the invoice 
of the and the mortgage ex- 
ecuted for the 1952. The peculiar part 
about this adjustment is that the tax- 
payer accounted for the profit made on 
the sale of the 1947 Cadillac on Schedule 
D of his 1952 income tax return. The 
Agent had contended that it had been 
disposed of in 1951. The same fact was 
true in relation to the Diamond T truck. 
The taxpayer claimed depreciation on 


vendor, 


this vehicle on his 1953 income tax re- 
turn, and it was obvious that the truck 
had been purchased in that year, espe- 
cially after we located the check in pay- 
ment. In another transaction concerning 
the taxpayer’s trucks the Agent failed to 
notice among the disposals listed on the 
1952 tax return the sale of a Chevrolet 
truck. Correcting two errors (the Cadillac 
and the Chevrolet truck) explained an 
additional $5,900 of unreported income 
present in the year 1952. You will note 
that the opening net worth was under- 
while the 1952 net 
The 


different problem to be resolved as the 


stated worth was 


overstated. effect on 1953 was a 


audit progressed. 


Land deals 


The next error shown as Item 4D of 


our Exhibit B is typical of the errors 
which create an unjust net worth in- 
crease. On May 18, 1953, the taxpayer 
paid $1,000 for an option to purchase 
four acres of land adjoining his resi- 
dence. This option expired January lI, 
1954. In December 1953 the taxpayer's 
brother paid the remaining balance 
owing on this land in partial settlement 
of his debt to the taxpayer. The deed 
was not recorded until January 11, 1954. 
Based on this deed recording, the Agent 
contended that this asset properly be- 
longed in the 1954 net worth and not 
the 1953. The 


note owed by the taxpayer's brother to 


Agent had reduced the 


the taxpayer as of the end of 1953, thus 
creating ai artificial $4,000 increase in 
the net worth statement. Record dates 
often do not account properly for net 
worth changes. In all fairness it must be 
stated that the two asset values were de- 
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EXHIBIT B: Innocent taxpayer, adjustments to net worth balances 
As of December 31, 
1951 1952 1953 1954 
1. To adjust bank balances to 
proper reconciled figures per 
R.A.R. ; $ 1,939 $ 2,680 $ 7,720 $ 7,770 
Per Reconcilements 1,773 873 6,502 5,833 
Net Adjustment (166) (1,806) (1,218) (1,936) 
2. To adjust balance to proper 
year end Country Bank 760 (760) 
3. To adjust equipment owned ie 
per analysis of taxpayer's 
records 
Per R.A.R. 65,901 83,452 96,409 106,902 
Per Equipment Records 68,050 84,082 94,960 104,934 
Net Adjustment 2aB 630 (1,449) (1,968) 
4. Misc. Asset Adjustments: palais 4 “7 
a. 1947 Cadillac sold in 
1952 3,800 
b. Diamond T Truck ac- 
quired 1953 400 
c. Chevrolet Truck sold 
1952 (2,173) (2,173) (2,173) 
d. Land adjoining _ resi- 
dence 1953 , 4,000 
3,800 (2,178) 2,226 ~— (2,17) 
5. ‘To adjust Notes Payable Town | “r ia 
Bank 
Per R.A.R. 10,000 6,750 6,500 6,500 
Per Bank Records 9,000 7,000 12,000 6,500 
Net Adjustment (250) (5,500) 
6. To adjust notes payable Coun- Teles Bie = 
try Bank 
Per R.A.R. 3,316 8,241 5,427 
Per Bank Confirmations 3,316 8,241 5,427 3,517 
Net Adjustment (3,316) (4,924) 2814 — 1,909 
7. Notes Receivable Overlooked 6,750 3,053 : 675 wis 162 
8. Business Bldg. 4,500 «4,500 ee: 
9. Accounts Payable per Confir- 
mations (2,529) (1,619) (9,753) (7,007) 
10. Notes Receivable 5 aan th a 
Per R.A.R. 21,750 21,750 6,600 4,200 
Per Books 21,750 21,750 8,385 3,900 
Net Adjustment a CIN 1,785 (300) 
Total Adjustments $ 12,186 $ (2,591) $ (9,660) $(12,074) 









































veloped at different times and the error 


was undetected by the parties concerned. 


Tracing loans 


Phe next two adjustments, Nos. 5 and 
6 on Exhibit B, involve the notes pay- 
able; the errors made in the recording 
of the proper balances are again typical. 


We discovered that the Town Bank did 
not maiutain, or did not have readily 
available. ledger cards showing balances 
owed at any particular given point in 
time. However, they were good enough 
to supply us with a record of all the 
monies borrowed together with a loan 
number, the amount, and the date, and 





the date upon which these loans were 
repaid. The Agent had made several 
small mistakes in the years ended 1951 
and 1952 accounting for $1,250 of our 
important first year unexplained differ- 
ence, but in 1953 he recorded a substan- 
tial error. On June 4, 1953, the taxpayer 
repaid loan No. 59794 for $5,500 which 
had been borrowed on June 14, 1952, 
by signing a new note No. 61677, for 
the same amount, dated 6/4/53. The 
Agent had missed this loan when an- 
alyzing the bank’s records. This was a 
welcome adjustment because up to this 
time the net of our adjustments, while 
materially reducing the 1951-1952 net 
worth increases, were 
1952-1953 differences. 
The Country Bank in answer to our 


increasing our 


request for loan balances, again com- 
plied by supplying the balances as of 
January | rather than December 31. The 
Agent had all of these loan balances list- 
ed in the wrong years. This adjustment 
hurt the center of our problem, yet ex- 
plained part of the increase disclosed 
between the years 1951 and 1952. 

In scanning the cash journals, we 
noticed a substantial number of deposits 
which appeared as credits to the general 
ledger column. We discovered that these 
were repayments of loans from many 
individuals to whom the taxpayer had 
loaned money from time to time in the 
earlier years. Quite often these loans 
were made in an effort to keep a cus- 
tomer in business. The Agent, since he 
ignored the books, failed to detect these 
loan payments and the taxpayer due to 
his lack of knowledge of the net worth 
method did not realize how important 
these loans were to his cause. We dis- 
covered in the box of records old ledger 
cards for these loans listing the amount 
of the loan and the date and amounts 
of the payments. We reconciled these 
with the cash journal. In this manner 
we were able to determine the amount 
of the notes receivable (adjustment 7 
Exhibit B) which the Agent had over- 
looked. These items increased the open- 
ing net worth and accounted for $3,700 
of the unexplained difference between 
the years 1951 and 1952. It is not dis- 
puted that an Agent has the right to 
reconstruct income even if records are 
available, but the district court has ruled 
that this recomputation must be reason- 
able.1 There is no justification for an 
Agent to arbitrarily ignore what records 
the taxpayer has since grave injustice 
1 Bradstreet Co. of Maine, 65 F.2d 943. 

2 348 U.S. 121. 
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can result. The Supreme Court in Hol- 
land stated: “While sound administra- 
tion of the criminal law requires that 
the net worth approach—a powerful 
method of proving otherwise undetect- 
able offences—should not be denied the 
Government, its failure to investigate 
leads furnished by the taxpayer might 
result in serious injustice.” 


Real estate 


The adjustment shown on line 8 of 
Exhibit B is another example of an 
error that can readily creep into a net 
worth statement. The taxpayer owned 
real estate in Kentucky in 1937. This 
property was adjacent to another piece 
of property which he owned; and upon 
which, at that time, he wished to estab- 
lish a restaurant. individual 
owned the only other piece of property 


Another 


adjacent tu the proposed restaurant 
property. In those days, under Kentucky 
law, a retail liquor license could not be 
obtained unless the applicant had the 
consent of at least one adjacent property 
holder. Since the third party refused to 
give his consent, the taxpayer was in a 
position of having to give up legal title 
to the property to someone friendly to 
his cause, so that he could obtain the 
The _ property 
eventually deeded to taxpayer’s brother. 


necessary consent. was 
During all subsequent years, the tax- 
payer continued to operate his amuse- 
ment company from these premises. He 
never paid rent to his brother, nor did 
the latter at any time make any pay- 
ments for the property. The taxpayer 
continued to pay the taxes and all the 
maintenance costs and held possession of 
of the property as if it were his. Neither 
brother claimed depreciation. In 1953 


the city in which this property was lo- 
cated began acquiring property for the 
construction of a flood wail. The trans- 
ferred building was to be wrecked to 
make way for the project. Taxpayer’s 
brother deeded the property back to 
him so that he could properly conclude 
a settlement for damages with the project 
officials. No payments were exchanged 
between the brothers. The intent of the 
parties to the original transaction was 
that the taxpayer would continue as the 
equitable owner while legal ownership 
for purposes of securing the necessary 
consent to secure liquor license would 
reside in the brother. The Agent dis- 
covered the deed recording this transfer 
at the Here the 
Agent’s logic went awry. He was evident- 
ly happy to find an asset acquisition and, 


county courthouse. 


since he had not inspected the books, 
assumed that payment was made during 
the year, as he had found no mortgage 
or any other evidence of indebtedness. 
This was the only item on the net 
worth that the taxpayer could explain, 
yet the Agent ignored the logic and 
included the asset. We successfully con- 
tended that the asset was either always 
the taxpayer’s on the theory of equitable 
ownership or at least that there was an 
unrecorded receivable for the sales price 
in 1937. 


Accounts payable 


Adjustment Number 9 records the re- 
sults of our circulation of the taxpayer’s 
suppliers, emphasizing dramatically that 
the appliance business had substantial 
debts owing on the inventory which 
the Agent included on the net worth 
statement. As stated previously, this was 
the only factor that on casual inspection 





Net Worth Per R.A.R. $ 
Plus or (minus) Adjustments 


Per Exhibit B 


Increases in Net Worth 
Plus: Living Expenses 


Less: Non-Taxables 


Airlines 


Net Increases 





Corrected Adjusted Gross Income 
Adjusted Gross Income per Return 


Less: Refund Deposit American 














EXHIBIT C: Innocent taxpayer, computation of adjusted gross income 
Years 

1951 1952 1953 1954 
60,744 $ 78,549 $ 88,258 $ 89,141 
12,186 (2,591) (9,660) (12,074) 
72,930 75,957 78,597 77,066 
3,027 2,640 (1,531) 

9,643 8,360 8,571 
(2,500) (2,861) — (2,500) 

(425) 

10,170 «82138 4,539 
10,239 8,230 5,489 
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appeared to be missing from the net 
worth statement; this leads us to feel 
that there could be other discrepancies. 
A cursory inspection of the cash journal 
for 1953 would have revealed that the 
purchases listed on the Cost of Goods 
Sold Section of Schedule C were greater 
than the year’s total cash purchases, an 
important bit of information. The net 
worth theory is ridiculously simple. 
Every accounting student learns it the 
first day of class when the professor puts 
the accounting equation on the board— 
Assets minus liabilities equals net worth. 
In actual practice even the -businessman 
who is very sensitive to the interrelation- 
ship existing between assets and liabili- 
ties is often unable to question this most 
basic economic element, when looking 
at the bare figures on a net worth state- 
ment. 

The last adjustment (shown as ad- 
justment 10) was again a case of mere- 
ly accounting for loans made and re- 
paid. In these instances we were able to 
produce checks and deposit slips in- 
volved and, in some instances, were able 
to secure photostatic copies of the 
payor’s check so there could be no mis- 
understanding nor contention that we 
were creating fictitious entries, since, in 
several instances, these checks were in- 
cluded in a general deposit with an 
entry made in the general ledger col- 
umn, a very convenient way, of course, 
to confuse the record. There were sev- 
other but 
they would not have materially affected 


eral small errors discovered 

the adjustments as listed on Exhibit B. 
There was one other adjustment made 

which Exhibit C. In 


year 1953 the taxpayer had received a 


is shown on the 


refund of a deposit made with the 


American Airlines. Since this deposit 
the net worth 


statement as an asset, the Agent should 


had not been listed on 
have properly considered this as an un- 
taxable item. 

The net effect of our adjustments are 
shown on Exhibit C. We were fairly well 
pleased since results so closely approxi- 
mated the adjusted gross income as re- 
ported on the returns of the taxpayer. 
Based on the schedule shown on Exhibit 
Ba was filed. The 
audited by the Revenue Service and 
allowed at the Agent’s level. All the ad- 
justments which we 


claim claim was 


made were very 
carefully documented so we easily car- 


ried the burden of proof. 


Conclusion 


The study of a case such as this clear- 
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ly demonstrates the care which must be 
exercised in establishing the true net 
worth position of a taxpayer at the end 
of a series of years. The Revenue Serv- 
ice is using the net worth method on 
an ever increasing scale in the audit of 
the returns of small businesses. Many 
times the Agent requests the taxpayer 
to supply the net worth statement him- 
self, in the hope of having the “noose” 
prepared for him. We know of a case in 
which an overzealous taxpayer, having 
been asked to supply a net worth state- 
ment covering a four year period, gave 
the Agent eleven different versions all 
on the same piece of paper. Fortunately, 
the Agent realized the humor of the 
situation and graciously agreed to use 
the books and records. 

Certain basic techniques must be em- 
ployed in resolving any net worth issue. 
These may be summarized as follows: 

1. A thorough knowledge of the tax- 
payer’s business and his method of con- 
ducting it is of prime importance. Given 
that familiarity, an examination of 
physical records available will supply 
many explanations and leads. 

2. The taxpayer’s records (whatever 
they are) must be carefully studied. In 
this case many valuable leads were 
gleaned from them. 

3. The taxpayer must be encouraged 





Accountant’s failure to prepare and file 
a timely return for taxpayer not con- 
sidered reasonable cause. Taxpayer fail- 
file 
the due 


that his failure to his 
1954 


date, as extended, was due to reasonable 


ed to show 


return for on or before 
cause and was not due to willful neglect. 
He testified that he always relied upon 
his accountant in matters with respect 
to filing returns and obtaining exten- 
sions for filing. The court notes that if 
this testimony were construed to mean 
that taxpayer expected his accountant 
to file a return timely in the event that 
an extension could not be obtained, tax- 
payer could not prevail since he cannot 
shift his responsibility to his accountant 
and claim that his failure to file his re- 
turn timely was due to reasonable cause 
merely because the accountant did not 
prepare and file the 
Friend, TCM 1961-167. 


return on time. 


Inability to classify transaction is no 
excuse for failure to file holding com- 
pany return. Taxpayers’ corporation, In- 
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to talk to the practitioner, but not the 
Agent. He must be convinced that no 
detail is too small to relate, nor too re- 
mote to be of value. This data should 
be accumulated in written form for 
quick refreshing of memories and ready 
reference. 

4. If the Revenue Agent has not yet 
finished his job, it is advisable to keep 
a very close tab on Agent’s methods and 
whereabouts. Forewarned is forearmed. 
If the audit is completed, it is important 
to be able to retrace the Agent’s steps 
as closely as possible. 

5. The importance of December 31st 
cannot be overstressed. The exact status 
of each element of a net worth state- 
ment must be carefully analyzed. Public 
record dates are often misleading. Year 
end checks are often mishandled. Asset 
and equity relationships must be meticu- 
lously matched. 

6. Be a controverter and never a col- 
laborator. The situation in each case is 
unique, I admit, but it is never wise to 
volunteer data, since you might be weav- 
ing strands in the noose. 

7. The 
that his records and his conversations 


accountant must remember 
with his client are not privileged. Here 
dictate the 
method of handling the client’s dis- 


circumstances must safest 


closures. 


vestment Inc., failed to file a personal 
holding company return because a dis- 
tribution to it from Building Inc., of 
which Investment was a stockholder, was 
considered a loan and not a dividend. 
The Commissioner at first treated 
transaction as a loan. The Commissioner 


the 


now contends that the transaction was a 
taxable dividend, that a personal hold- 
ing company return was required of 
Investment and assesses a penalty for 
failure to file without reasonable cause. 
The court agrees, finding that the mere 
fact that Investment did not know what 
treatment to give a transaction does not 
excuse the non-filing of the return. Fur- 
ther, taxpayer failed to show that he 
consulted a lawyer or relied on compe- 
tent tax advice. Taxpayers are liable 
as transferees of Investment Inc. for its 
deficiencies in personal holding com- 
pany tax and penalty. Saigh, 36 TC No. 
40. 


Doctor’s consistent and sizeable omis- 
sions fraudulent. A net worth computa- 


tion to determine a doctor’s income is 
upheld, except for minor adjustments 
regarding personal living expenses. Ad- 
ditions to tax for fraud are sustained 
upon a showing of a consistent and siz- 
able understatement of income for each 
of the taxable years, including not only 
items of professional income, but also 
items of farm receipts, interest, and 
capital gains. The court notes that it was 
not preoccupation with the healing of 
the ills of mankind which caused the 
doctor to understate his income; but 
rather, that his understatements were 
due primarily to an intent on his part 
to evade taxes on his income. Grubb, 
TCM 1961-153. 


Repeated substantial understatements of 
income evidence of fraud. Individual 
shareholders had understated income 
taken from two controlled corporations 
over a period of years in amounts rang- 
ing to over 400%. They sought to ex- 
plain the failure to report the corporate 
withdrawals by asserting that they were 
totally ignorant of business and tax 
matters. The record showed that they 
had little formal education but that 
they did possess business acumen. Fraud 
penalties are upheld. However in the 
case of the corporation, the failure to 
file returns, (which taxpayers assumed 
the 
found to be due to gross negligence not 


were handled by accountant) is 


sufficient to sustain 
fraud. The 
against the corporation 


an allegation of 
penalties 
the in- 
dividuals for failure to file income tax 
returns are 


proper. Taxpayers’ claim of reliance 


imposition of 

and 
returns and estimated tax 
upon an accountant who was not shown 
to be qualified to advise them is not rea- 
sonable cause to excuse the penalties. 


House of Eire, Inc., TCM 1961-142. 


Unreported income determined by spe- 
cific adjustments; fraud sustained. Tax- 
payer derived income during the years 
in issue from the operation of a small 
dry goods store, from trading in corpo- 
rate stocks, and from rental properties. 
The Commissioner determined annual 
adjustments to taxpayer’s income both 
for unreported income computed by a 
consolidated net worth computation 
with his wife, and for omissions of 
specific items of income actually re- 
ceived. The court holds the specific ad- 
justment method to be more reliable 
in determining taxpayer’s individual 
liability than the consolidated net worth 
method used by the Commissioner. It 
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finds taxpayer individually received ad- 
ditional dividends, capital gains and 
rental income, and upholds the fraud 
penalties upon a showing that taxpayer 
attempted to shift to members of his 
family omitted income which he knew 
to be his. Lang, TCM 1961-134. 


Jury finds intent to evade taxes. In a 
action a_ deficiency 
assessment of tax, interest and penalties, 
the jury was asked to find whether or 
not the taxpayers understated their in- 
come for 1949 and if so, whether the 
understatement was made with the in- 
evading taxes and 
whether or not the taxpayers failed to 
file declarations of estimated taxes and 


civil to recover 


tent of income 


if so, was such failure due to reasonable 
cause. The jury found against the tax- 
payers on all issues. Jenkins Est., DC 
Ga., 3/7/61. 


Commissioner fails to meet burden of 
proving fraud. The Commissioner’s posi- 
tion is that taxpayer, a trucking com- 
pany, received some $38,000 in cash from 
Sunshine Biscuits, Inc. for moving 
perishable biscuits during a strike of the 
Sunshine plant. Taxpayer fraudulently 
failed to report this sum as income. Tax- 
payer admitted receiving some $7,000 to 
$10,000 but testified that this was ex- 
pended as agent for Sunshine in carry- 
ing out the transportation project. There 
was testimony to the effect that some 
of the cash was turned over by Sunshine 
Most of the 
both 
sides, was clouded by the passage of time 


lack of detail. 
stances the court concludes the Commis- 


to others than taxpayer 


testimony by the witnesses, for 


and Under the circum- 


sioner has not carried his burden of 


proving fraud and deficiencies were 
therefore barred by the statute of limita- 
tions. Schupper Motor Lines, Inc., TCM 


1961-164. 


Felony conviction affirmed. The tax- 


payer was convicted on two of three 
counts of willfully and knowingly at- 
tempting to evade and defeat a large 
part of his and his wife’s income tax 
for the calendar years 1954, 1955, and 
1956. He aitacked the and 


sought reversal on three counts: (1) that 


conviction 
venue was not properly laid in the dis- 
trict of the taxpayer’s residence since 
the return was filed in another district, 
and the only act alleged in the indict- 
ment to the 
district of the taxpayer’s residence was 
the preparation of the return; (2) that 


have been committed in 


the effect of the trial judge’s conduct 
during the trial was to abandon his posi- 
tion as a disinterested judge and place 
him in the position of, and give him the 
appearance of, an advocate in the Gov- 
ernment’s behalf, and to make his own 
conviction of taxpayer’s guilt so manifest 
to the jury as to deprive the taxpayer of 
a fair trial; and (3) that, since the Gov- 
ernment’s case failed to show whether 
the taxpayer was on the cash, the ac- 
crual, or some other method of account- 
ing, the motion for judgment of 
acquittal should have been granted. This 
court affirms the conviction. Where an 
indictment charges fraudulent prepara- 
tion of a return in one district and the 
filing in another, venue lies in either 
district. In respect to the actions of the 
judge, the jury instructed on several oc- 
casions that they were not to be in- 
fluenced by any opinion which they 
might think the judge had, or by the 
judge’s questioning of a witness. As to 
the method of the cases 
relied upon by the taxpayer were all 
cases involving the use of the so-called 
“net worth” method of proof, and not 


accounting, 


cases, as this one, where the Government 
undertook to prove and did prove spe- 
cific omissions from income. Kawalsky, 
CA-5, 5/17/61. 


Negligence penalty imposed; omission 
was due to new bookkeeper’s errors. A 
new bookkeeper (employed two months) 
closed taxpayer’s books, omitting $42,000 
in gross receipts. Taxpayer's returns 
were prepared by its attorney from in- 
taken the 
payer’s return was examined by the sec- 


formation from books; tax- 
retary of the corporation who thought 
the return looked satisfactory. The Com- 
missioner assessed a 5% penalty under 
Section 6653 which provides for such 
penalty if an underpayment of tax is 
due to negligence. The court agrees with 
the Commissioner, finding that although 
the omission was due to an honest error 
in bookkeeping, taxpayer cannot avoid 
its duties to file accurate returns by shift- 
ing its responsibility to its bookkeeper, 
especially since the bookkeeper was new 
on the job, there was no real check on 
her work and taxpayer's officer did not 
find any error despite the fact that 20% 
of gross sales was omitted. Leroy Jewelry 


Company, Inc., 36 TC No. 44. 


Attorney’s continued failure to file tax 
returns was fraud. Taxpayer, an attor- 
ney, was employed full time by the City 
of Pittsburgh and County of Allegheny 


Fraud & 165 


for the period 1945 to 1954. He did not 
file income tax returns for any such 
years or report the income derived from 
either his “full time” employers or his 
“part time” law practice. His sole reason 
for not filing returns was stated by him 
as follows: “I very stupidly concluded, 
in view of the fact that I had payroll de- 
ductions and expenses in my practice, 
that I had refunds due me that would 
cancel out any tax liabilities that I inay 
have had. It wasn’t necessary, therefore, 
to file a return.” The court holds such 
a reason constitutes little more than a 
patently lame and untenable excuse, and 
sustains the fraud penalties. However 
the mere fact that the wife joined her 
husband in filing delinquent returns is 
not, in the absence of other evidence, 
sufficient to make her liable for the 
penalties. Cirillo, TCM 1961-192. 


negligence * 


Gross income from tips reconstructed. 


The Commissioner reconstructed the tips 


of a waiter by estimating the total tips 
received by all waiters in a particular 
restaurant on the basis of calendar year 
sales, dividing it by the total waiter- 
days worked, and then multiplying by 
the days worked by taxpayer. An adjust- 
ment was made for amounts paid to the 
busboys. The Com- 


missioner’s determination where the tax- 


court sustains the 
payer failed to show error in the compu- 
tation. Meyers, TCM 1961-187. 


Omission of “side payments” to corpo- 
rate officers held fraudulent; they were 
constructive dividends. Taxpayers—two 
individuals acting through their con- 
trolled corporation— made numerous 
sales of new and used cars and omitted 
from the corporate books and records, 
and from their own income, “side pay- 
ments” received in cash. The fact that 
only a small percentage of the total sales 
was allegedly unreported was not de- 
the the 
amounts proved to have been received 


cisive of fraud issue since 
by taxpayers, and unreported, were sub- 
stantial and received in 


50 transactions. In 


were at least 
determining the 
amount of earnings and profits avail- 
able for distribution as constructive divi- 
dends to taxpayers, the Tax Court held 
that there must be added to the earn- 
ings and profits of the corporation other- 
wise available the income resulting from 
the unreported sales. This court affirms. 
The fraud finding is supported by ample 
evidence. Testimony to which taxpayers. 
objected was properly admitted. Logan 
Square Auto Mart, CA-7, 5/22/61. 
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Are co-owners partners? Code 


raises doubts; electing exclusion urged 


by WILLIAM A. CRUIKSHANK, Jr. 


The language of Section 761, granting an election not to be treated as a partner- 


ship, seems to imply, Mr. 


Cruikshank says, that co-ownership of property, when 


accompanied by the kind of minimal activity that did not in the past constitute a 


partnership, may now lead to classification as a partnership. If this status is not 


wanted, election not to have Subchapter K apply may be wise. Mr. Cruikshank 


examines the law on joint ventures, co-ownership, and partnerships and compares 


the established principles with the theory apparently underlying the new election. 


inadvertence, tax- 


B DESIGN or by 

payers often organize their affairs 
so that the courts are presented with a 
difficult task in determining whether a 
relationship is a partnership! or not. 
When the situation is examined for sub- 
the 
often arbitrary and unsatisfactory. 


stance and true intent, result is 

The family partnership was the cause 
of a disgraceful quantity of litigation on 
factual 


finally narrowed the area of unpredict- 


close distinctions;? legislation 
ability to some extent. Then tenuous 
distinctions between partnerships and 
associations taxable as corporations? led 
to disturbing uncertainties in recent 
years.5 This problem has been “solved” 
for the moment by the recent Regula- 
tions holding that what is a partnership 
under the laws of most states will not be 
classified as an association for tax pur- 
poses.6 This solution is reminiscent of 
curing the ailment by killing the patient. 

Section 761 of the Internal Revenue 
Code of 1954 introduced a 
cept: an election to be excluded from 


new con- 
the partnership rules. Although this sec- 
tion seems to accomplish its principal 
purpose of alleviating the problems of 
classifying oil and gas operating agree- 
ments and similar ventures,? it also 
affects other types of joint activities in 
a way that probably is not understood 
A twilight 
separates co-ownership of property from 
joint partnerships. The 
boundaries in this area were reasonably 


by many taxpayers. zone 


ventures or 


well-established prior to the 1954 Code, 
but che provisions of the Section 761 (a) 
election seem to have moved the part- 
nership line well over into the area that 
was previously mere co-ownership. 

A typical situation involving co-owner- 
ship of real property would find A and 
B purchasing a parcel of unimproved 
land as equal tenants in common, each 
contributing one-half of the down pay- 
ment and agreeing to pay one-half of 
the balance of the purchase price. As- 
suming they are not real estate dealers 
acquiring this land for resale in the 
course of that business, no one would 
consider A and B as partners merely be- 
cause of their common interest in this 
property.§ the addition of 
other elements to their common interest 
may put them into partnership classifi- 
cation. 


However, 


Even in this simple situation it is not 
uncommon to hear the relationship be- 
tween A and B referred to loosely as a 
joint venture. By way of background to 
a consideration of the tax classifications, 
a brief discussion of general law distinc- 
tions between partnership, joint venture, 
and co-ownership may be helpful, even 
though it is frequently stated that tax 
classification is independent of, and may 
be entirely different from, state law 
classification.9 


Joint venture v. partnership 


The Uniform Partnership Act, effec- 
tive in 38 of the states, defines a part- 


nership as “an association of two or 
more persons to carry on as co-owners a 
business for profit.’”10 Other states em- 
ploy a similar definition. One of the es- 
sential elements of partnership is the 
joint carrying on of a business, not the 
mere co-ownership of property.11 Classi- 
fication under state law as a partner- 
ship or co-ownership determines whether 
each party is liable to third persons for 
the acts of his associate, the extent to 
which each has a right to seek contribu- 
tion from the others, the degree of fidu- 
ciary relationship existing for the com- 
mon protection of all, and other matters 
affecting their mutual rights in the 
assets of the group. 

The distinction between a joint ven- 
ture and a partnership under state law 
has been the subject of much litigation 
and discussion. It has frequently been 
blurred by language appropriate to the 
particular issue at hand but otherwise 
not helpful in producing a clear defini- 
tion of the nature of a joint venture. Al- 
though that term: is sometimes applied 
to undertakings for the mutual benefit, 
social diversion, recreation, or pleasure 
of the participants, the term joint enter- 
prise is more appropriate in these situa- 
tions.12 

The term joint venture is properly 
applied to “an association of two or 
more persons, based on contract, who 
combine their money, property, knowl- 
edge, skills, experience, time, or other 
resources in the furtherance of a particu- 
lar project or undertaking, usually agree- 
ing to share the profits and losses and 
each having some degree of control over 
the venture.”13 Like the partnership, 
the joint venture must have as its object 
the joint conduct of a business enter- 
prise.14 

In spite of a variety of somewhat con- 
flicting statements in judicial opinions! 
and in other written 
joint venture is the same as a partner- 


comments,!6 a 


ship, except that its purpose is limited 
to a particular project, property, or en- 
terprise. As a result of that limita- 


1 IRC, Section 7701. See also Section 761 (a). 

2 Mertens, The Law of Federal Income Tazation, 
Revised Edition (Zimet), Section 35.09 (herein- 
after cited as Mertens). 

8 IRC, Section 704 (e). 

“IRC, Section 7701 (a) (3). 

5 Kintner, CA-9, 1954, 216 F.2d 418; Rev. Rul. 
56-23, 1956-1 CB 598; Rev. Rul. 57-546, 1957-2 CB 
886; Stutsman, “How to Organize Professional 
Men for Corporate Tax Status under Kintner,” 
11 JTAX 336 (1959). 

® Regs. Section 301.7701-1 and -2, adopted 11-15-60 
by TD 6503; see Ray, “Corporate Tax Treatment 
of Medical Clinics Organized as Associations,” 39 
Taxes 73 (Feb. 1961), and Comment, 14 JTAX 
37 (Jan. 1961). [See also Wolfman and Price, 
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tion in purpose, a joint venture is fre- 
quently more informal than a partner- 
ship, and the authority of its members 
to act for the venture is only as broad 
as that limited purpose. A partnership 
carries on a business; a joint venture 


carries out a particular business project. 

One writer has succinctly described 
this distinction as follow:s 

“A joint venture is a variety of part- 
nership, distinguishable only by vague 
considerations of scope, duration or con- 
tinuity of business, all of which relate to 
matters of degree rather than to essential 
differences in kind.”17 

Another writer has stated: 

“The differences [between joint ven- 
tures and partnerships] appear to be 
more concerned with commercial form 
than legal substance.”18 

Since the state law distinction be- 
tween joint venture and partnership has 
little significance in the normal situa- 
tion, the classification problems have 
more frequently involved the question 
of whether a given situation constituted 
a joint venture or the relationship of 
debtor-creditor, employer-employee, les- 
sor-lessee, seller-purchaser, owner-con- 
tractor, agency, or bailment.19 General- 
ly, the existence of a community of in- 
terest and control in the carrying out of 
a business project for the joint profit of 
the participants has led to classification 
as a joint venture or partnership, de- 
pending upon the scope and nature of 
the project. 


Co-ownership v. partnership 

Che distinction between co-ownership 
and partnership for tax purposes has 
followed a similar pattern. The general 
definition of a partnership in the 1954 
Code is identical with the first statutory 
definition enacted as a part of the Rev- 
Act of 1932.20 That definition, con- 
tained in Section 7701(a)(2) of the Code 


reads as follows: 


enue 


“The term ‘partnership’ includes a 
syndicate, group, pool, joint venture, or 


Qualifying under final Kintner rules will be dif- 
ficult in most states,” 14 JTAX 105.—Ed.] 

Collie and Driscoll, “Partnership Oil and Gas 
Operations under Provisions of the Internal Rev- 
enue Code of 1954,” 33 Tex. L.R. 792 at 795 

955); Taubman, “Oil and Gas Partnerships and 
Section 761(a),” 12 Tax. L. Rev. 49, at 58 (1956). 

Polin, 39 BTA 941 (1939); Gilford, CA-2, 1953, 
201 F.2d 735; Tibbals, 1958-44 TCM; Regs. 1.761-1 
(a) (1). 

Regs. Section 1.761-1(a) (1); Rev. Rul. 54-613, 
1954-2 CB 269; Rev. Rul. 54-614, 1954-2 CB 271. 

UPA, Section 6(1). 

Rowley on Partnership, Second Edition, Section 
52.17, and authorities there cited. 

Shook v. Beals, 96 Cal. App. 2d 963. 967-68, 217 


other unincorporated organization, 
through or by means of which any busi- 
ness, financial operation, or venture is 
carried on, and which is not, within the 
meaning of this title, a trust or estate 
or a corporation .. .” 

Section 761 of the Code begins by 
restating, for purposes of the subtitle 
dealing with income tax, precisely the 
same definition of a partnership as that 
quoted above except that the sequence 
of the last seven words is altered with- 
out any apparent purpose or effect. To 
this point, it would appear that no 
change in the definition of a partner- 
ship for tax purposes was intended or 
accomplished by Section 761. 

Let us examine, then, the established 
tests for distinguishing a group that is 
subject to partnership tax rules and a 
group that is treated as several co-owners 
of property, each responsible for report- 
ing his share of income and deductions 
of the common property on his own 
return. 
little 
difference between a joint venture and 
a partnership under state law and since 
the tax law defines a partnership as in- 
cluding a joint venture, it should not be 
surprising that the same tests have been 


Preliminarily, since there is 


applied in determining the existence of 
a joint venture as in determining that 
of a partnership for tax purposes.*! 

Like state law generally, the tax law 
has always treated the conduct of a busi- 
ness as an essential element of a partner- 
ship.22 Mere co-ownership of property 
does not constitute a tax partnership 
unless accompanied by some activities 
amounting to a business.23 Indeed, the 
Regulations under Secton 761 recognize 
this established rule initially by provid- 
ing: 

“The term ‘partnership’ includes a 
syndicate, group, pool, joint venture, or 
other unincorporated organization 
through or by means of which any busi- 
ness, financial operation, or venture is 
carried on, and which is not a corpora- 


P.2d 56, 18 ALR 2d 919, 924 (1950). 

18 Williston on Contracts, Third Edition, Section 
318. 

14 Rowley, Section 52.9. 

15 See annotations: What Amounts to a Joint Ad- 
venture, 48 ALR 1055, 63 ALR 909, 80 ALR 312, 
95 ALR 857, 137 ALR 6, 138 ALR 968. 

16 Mechem, “The Law of Joint Adventures,” 15 
Minn. L. Rev. 644 (1931); Taubman, “What Con- 
stitutes a Joint Venture,” 41 Cornell L. Q. 640 
(1956); Jaeger, “Joint Ventures,” IX Amer. 
Univ. L. Rev. 1, 111 (1960). 

17 Comment, ““The Joint Venture: Problem Child 
of Partnership,” 38 Cal. L. Rev. 860, at 874 
(1950). 

18 Nichols, “Joint Ventures,” 36 Va. L. Rev. 425, 
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tion or a trust or estate within the mean- 
ing of the Internal Revenue Code of 
1954. The term ‘partnership’ is broader 
in scope than the common law meaning 
of partnership, and may include groups 
not commonly called partnerships. See 
Section 7701(a)(2). See Regulations 
under Section 7701 (a)(1), (2), and (3) 
for the description of those unincorpo- 
rated organizations taxable as corpora- 
tions or trusts. A joint undertaking 
merely to share expenses is not a part- 
nership. For example, if two or more 
persons jointly construct a ditch merely 
to drain surface water from their prop- 
erties, they are not partners. Mere co- 
ownership of property which is main- 
tained, kept in repair, and rented or 
leased does not constitute a partnership. 
For example, if an individual owner, 
or tenants in common of farm property 
lease it to a farmer for a cash rental or a 
share of the crops, they do not neces- 
sarily create a partnership — thereby. 
Tenants in common, however, may be 
partr -rs if they actively carry on a trade, 
business, financial operation, or venture 
and divide the profits thereof. For exam- 
ple, a partnership exists if co-owners of 
an apartment building lease space and 
in addition provide services to the occu- 
pants either directly or 
agent.”’24 


through an 


What is business? 


How far may our hypothetical friends 
A and B deal with their commonly 
owned land before they become partners 
under the foregoing provisions? In other 


words, what activities will amount to 


the carrying on of a business with re- 
spect to this property? There is author- 
ity to the effect that a taxpayer owning 
a single parcel of real estate engages in 
the rental business if he rents that par- 
cel to another.25 That determination, 
however, is concerned with capital gain 
or ordinary loss treatment on the sale 
of property used in a trade or business 
under Section 1231 and is probably not 


at 459 (1950). 

1° Rowley, Section 52.15-52.19. 

20 Revenue Act of 1932, Section 1111(a) (3). 

21 William J. Lemp Brewing Co., 18 TC 586 
(1952); Mertens, Section 35.05; Sullivan, “Con- 
flicts Between State Partnership Laws and the 
Internal Revenue Code,” 15 Tax L. Rev. 105, 229, 
at 230-231 (1960). 

22 Culbertson, 337 U.S. 733 (1949). 

23 Lena Hahn, 22 TC 212 (1954); Tibbals, 1958-44 
TCM; Kelly, 1957-7 TCM. 

2 Regs. Section 1.761-1(a) (1). Similar provisions 
are found in the Regulations under the section 
generally defining a partnership: Regs. Section 
301.7701-3 (a). 

% Hazard, 7 TC 372 (1946). 
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appropriate in determining whether co- 
owners of property are carrying on a 
business as partners.26 For example, 
rental income may constitute personal 
holding company income under Section 
543(a)(7), unless the owner is engaged 
in business in connection with renting 
the property. A comparable distinction 
is made between rental and business in- 
come under Section 1372(e)(5) in deter- 
mining whether a corporation is a small 
business corporation whose shareholders 
are entitled to elect that its income be 
taxable directly to them. Similarly, rental 
income does not constitute net earnings 
from self-employment under Section 
1402(a) (1), unless received in the course 
of business concerning the property. The 
provisions of the Code treating rental 
income and deductions as sometimes 
other than business income and expenses 
suggest that renting property may not 
always in itself constitute a business.27 

Other areas of tax law contain author- 
ity helpful in answering the question of 
whether a business is being conducted 
and, whether a partnership exists. 

If A and B lease their unimproved 
property to another or improve it and 
rent or lease the improved property, the 
tests that have been applied under these 
other provisions of the Code should be 
appropriate for consideration in deter- 
mining whether they have undertaken 
a joint business activity causing them to 
be tax partners 


In all of 
rule has developed that the acquisition, 


these areas of tax law, the 


improvement, maintenance, and rental 
of real property do not constitute a busi- 
unless accompanied by 


activity, 


ness 


some service performed by the land 


owner, either directly or through agents, 
the tenant. Activities 


for the benefit of 


such as providing utilities, janitorial 
services for public areas of the property 
(lobbies and stairways for example), trash 
collection, and other services usually and 
customarily rendered in connection with 
the rental of space only for occupancy 
do not amount to business activities. On 
maid service, tele- 


th other hand, if 


phone service, meals, parking service, or 
other “significant” services are provided 


primarily for the convenience of the 
occupant, the rental activity is converted 
into a business.?8 

Our discussion thus far has dealt only 
with co-ownership of real property. A 
recent ruling suggests that the rental of 
personal property may constitute a busi- 
ness, even though no other services are 


provided for the lessee.29 
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If A and B have improved their land 
by constructing a multiple-unit apart- 
ment building thereon and have leased 
the apartments in the building to others, 
the foregoing suggests that they have 
not thereby become partners unless they 
are providing hotel-type services to the 
tenants. At least for purposes of our 
discussion, let us refer to the presence or 
absence of hotel services as the dis- 
tinguishing characteristic between co- 
ownership and partnership in this situa- 
tion. 


Electing against Subchapter K 

Now it is appropriate to consider the 
remaining provisions of Section 761. 
After the general definition of a _part- 
nership referred to above, Section 761 (a) 
reads as follows: 

“. . . Under Regulations the Secretary 
or his delegates may, at the election of 
all the members of an unincorporated 
organization, exclude such organization 
from the application of all or part of 
this subchapter, if it is availed of — 

(1) for investment purposes only and 
not for the active conduct of a business, 
or 

(2) for the joint production, extrac- 
tion, or use of property, but not for the 
purpose of selling services or property 
produced or extracted, 
if the income of the members of the 
organization may be adequately deter- 
mined without the computation of part- 
nership taxable income.” 

The Regulations pertaining to this 
portion of Section 761 (a), excluding 
those portions of the Regulations deal- 
ing only with the method of making 
the election referred to, read as follows: 

“(i) In general. Under conditions set 
forth in this paragraph, an unincorpo- 
rated organization described in subdivi- 
sion (ii) or (iii) of this subparagraph 
may be excluded from the application 
of all or a part of the provisions of Sub- 
chapter K. Such organization must be 
availed of for investment purposes only 
and not for the active conduct of a busi- 
ness, or for the joint production, ex- 
traction, or use of property, but not for 
the purpose of selling ‘services or prop- 
erty produced or extracted. The mem- 
bers of such organization must be able 
to compute their income without the 
necessity of computing partnership tax- 
able income. Any syndicate, group, pool, 
or joint venture which is classifiable as 
an association, or any group operating 
under an agreement which creates an 
organization classifiable as an associa- 


tion, does not fall within these provi- 
sions. 

(ii) Investing partnership. Where the 
participants in the joint purchase, re- 
tention, sale, or exchange of investment 
property— 

(a) Own the property as co-owners, 

(b) Reserve the right separately to 
take or dispose of their shares of any 
property acquired or retained, and 

(c) Do not actively conduct business 
or irrevocably authorize some person or 
persons acting in a representative capa- 
city to purchase, sell, or exchange such 
investment property, although each 
separate participant may delegate au- 
thority to purchase, sell ,or exchange his 
share of any such investment property 
for the time being for his account, but 
not for a period of more than a year, 
then such group may be excluded from 
the application of the provisions of Sub- 
chapter K under the rules set forth in 
subdivision (iv) of this subparagraph. 

(iii) Operating agreements. Where the 
participants in the joint production, ex- 
traction, or use of property — 

(a) Own the property as co-owners, 
either in fee or under 
form of contract granting exclusive op- 


lease or other 
erating rights, and 

(b) Reserve the right separately to 
take in kind or dispose of their shares of 
any property produced, extracted, or 
used, and 

(c) Do not jointly sell services or the 
property produced or extracted, al- 
though each separate participant may 
delegate authority to sell his share of 
the property produced or extracted for 
the time being for his account, but not 
for a period of time in excess of the 
minimum needs of the industry, and in 
no event for more than one year, then 
such group may be excluded from the 
application of the provisions of Sub- 
chapter K under the rules set forth in 
subdivision (iv) of this subparagraph. 


2° Regs. Section 1.761-1(a) (1). 

27 IRC Section 62(1) and (5). 
Section 1.1372-4(b) (5) (iv); 
tion 1.1402(a)-1(c) (1) (iii); Rev. 
1955-2 CB 315; Rev. Rul. 57-108, 
Rev. Rul. 60-112, 1960-13 IRB 12. 
® Rev. Rul. 60-206, 1960-21 IRB 10. This ruling 
relates to unrelated business income of an exempt 
be distinguishable 


Regs. Sec- 
Rul. 55-559, 


1957-1 CB 273; 


8 Regs. 


profit-sharing trust and may 
on that ground. 

80 Regs. Section 1.761-1(a) (2). 
31 Bentex Oil Corporation, 20 TC 565 (1953). 

#2 See generally, Willis, Handbook of Partnership 
Taxation; Taylor, ’’Partnership Elections under 
the 1954 Code,” 14 NYU Inst. on Fed. Taxation 
961 (1956). 

% Jackson, et al., “Internal Revenue Code of 1954; 
Partnerships,” 54 Col. L. Rev. 1183, at 1209 
(1954). Compare, Collie and Driscoll, at 795. 
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However, the preceding sentence does 
not apply to any unincorporated organi- 
zation one of whose principal purposes 
is cycling, manufacturing, or processing 
for persons who are not members of the 
organization,”’30 


New test being applied? 

\s suggested above, the primary pur- 
pose of Section 761(a) was apparently 
to permit parties to oil and gas operat- 
ing agreements, which had previously 
been classified as partnerships,31 to elect 
to be excluded from the partnership tax 
rules. But the section covers far more 
than that. The concept of an investment 
partnership seems to involve a departure 
from prior law when considered in re- 
lation to our apartment building ex- 
ample. Under the definition of a part- 
nership in the Code, Regulations, and 
other authorities, A and B are not neces- 
sarily partners unless they have gone 
beyond the activity of leasing the apart- 
ments and have provided hotel services 
to the tenants. In providing these serv- 
ices, they are engaging in the active 
conduct of a business and thus become 
partners for tax purposes. On the other 
hand, the provisions of Section 761(a) 
and the Regulations thereunder dealing 
with the eligibility to elect exclusion 
from the partnership rules indicate that 
only if the business element is missing 
will the parties be eligible to make the 
election. This certainly implies by in- 
direction that co-ownership not consti- 
tuting a partnership in the past may 
now constitute a partnership, unless the 
co-owners elect exclusion from the part- 
nership rules under the provisions of 
this section. 

It may be desirable for the co-owners 
to be treated as partners for tax pur- 
poses because of the flexibility that can 
be achieved through partnership. If so, 
the co-owners could ordinarily accomp- 
lish that result by the method of or- 
ganizing and carrying on their business 
under a partnership agreement, apart 
from Section 761(a). Now, however, it 
appears that they may unknowingly be 
classified as partners, unless they elect 
that 
though there has been no change in the 


exclusion from classification, even 
general definition of partnership di- 
rectly. 

Substantial differences may result from 
classification as a partnership or as Co- 
owners. The timing of income and de- 
ductions, limitations on the amount of 
deductions available to a partner, in- 


negative basis property to the partner- 
ship, collapsible partnership rules, and 
allocations of deductions between the 
parties are all affected by the classifica- 
tion applied to the venture. In addition, 
certain elections available to taxpayers 
must be made on their individual re- 
turns or on the partnership return, de- 
pending upon this classification. For ex- 
ample, the election to expense in- 
tangible development costs in oil and 
gas activity, installment sale elections, 
selection of a method of accounting and 
of a fiscal year, selection of depreciation 
methods, and other important tax privi- 
leges may be lost unless made on the 
proper return.32 


Clarification needed 


The provisions of Section 761(a), as 
applied to the type of situation de- 
scribed above, should be clarified. If 
the definition of a partnership is in- 
tended thereby to be enlarged, that 





Interest on purchased goods was income 
from Western Hemisphere sources. Tax- 
payer sold electrical equipment to South 
America. The Export-Import Bank in 
Washington financed the transactions. If 
the interest paid by the purchaser on 
the unpaid purchase obligations was in- 
to cover the bank’s interest, 
taxpayer was obligated to pay the excess. 
But if the interest paid exceeded the 
bank’s interest, the excess was remitted 


sufficient 


to taxpayer. Although these payments 
were made from the bank’s Washington 
office, the court finds the source of this 
income was that of the original trans- 
action. Western 
Hemisphere Trade Corporation because 
all of its income South 
America. Electrical Export Corp., Ct. 
61. 


Thus, taxpayer is a 


gTOSS is from 


Clms., 6/7 
Foreign tax credit lost; foreign subsid- 
iary obtained foreign tax refund after 
being sold. Immediately before taxpay- 
er’s sale of all the stock of its wholly 
owned Canadian subsidiary on April 21, 
1954, the subsidiary paid a dividend. 
The subsidiary was on a fiscal year end- 
ed September 30, and paid Canadian in- 
1953. The pur- 
chaser changed the subsidiary’s fiscal 
year to end July 31 and also acquired 
certain property which, under Canadian 
tax law, entitled it to a large write-off 
and thus a loss carry-back. The subsidi- 


come taxes for fiscal 


New foreign decisions this month 
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should be stated directly in the defini- 
tional provisions. If not, the incon- 
sistency between the rule requiring busi- 
ness activity for partnership status and 
yet treating as investment partnerships 
those that engage in no such activity re- 
quires explanation. The proposed Trust 
and Partnership Income Tax Revision 
Bill of 1960 (H.R. 9662) contained a 
Section 788(a) with substantially the 
same language as Section 761(a). This 
suggests that the House Ways and Means 
Committee, at least, sees no inconsistency 
between the two major provisions of 
Section 761(a).83 This satisfaction with 
the section is not shared by all field 
personnel of the Internal Revenue Serv- 
ice and cannot be shared by taxpayers. 
Until clarified, this section suggests that 
cautious co-owners should file a_part- 
nership return electing to be “included 
out” of partnership status if they are 
to preserve to themselves the tax status 
of co-owners. vw 


ary therefore paid no Canadian tax for 
the short period October 1, 1953 to July 
31, 1954, and received a refund of the 
entire 1953 Canadian The Tax 
Court denies the foreign tax credit for 


tax. 


taxes deemed paid. Although taxpayer 
had no control of the subsidiary after 
the sale and apparently did not even 
know of the refund, if it is deemed to 
have paid the foreign tax it must be 
deemed to the refund. 
One judge dissents on the ground that 


have received 
taxpayer was not in control at the time 
of the refund and obtained no economic 
benefit from it. Steel Improvement and 
Forge Co., 36 TC No. 29. 


Maximum per diem rates for foreign 
travel revised. The IRS Regulations gen- 
erally provide that an employee who is 
required to account and does account to 
his employer for his business expenses 
need not report the reimbured expenses 
on his return. In Rev. Rul. 58-453, 1958- 
2 CB67 the IRS ruled an “accounting” 
will be deemed required if an employee 
is paid by his employer a fixed mileage 
or per diem allowance at rates not in 
125% 
by the U. S. 
Service 


excess of of the rates authorized 
The 


revised certain 


Internal Revenue 
maxi- 
mum per diem rates for travelers be- 
yond the limits of the continental U. S.; 
new per diem rates are stated. Rev. 
Rul. 58-453, Supplement X. 


has now 
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Some reorganizations 


are subject to 


sales tax; careful planning is vital 


by JACK HOFERT 


When planning a tax-free reorganization, the practitioner hasn’t finished his work 


when Federal qualification is assured. If the business is in a sales-tax jurisdiction 


very careful attention must be paid to the law and regulations on taxable sales; a 


very substantial tax can attach if the wrong kind of reorganization is used. Mr. 


Hofert here examines the law in California and alerts tax men to the kind of 


problem incurred in all sales-tax jurisdictions. 


y bes Cairornia sales tax may apply 
to the transfer of any type of tangible 
personal property, not only merchandise 
sold in the ordinary course of business. 
Sales Tax Ruling 81 of the State Board 
of Equalization states that the tax ap- 
plies to all retail sales of tangible per- 
sonal property held or used by the seller 
in the course of any activity for which a 
seller’s permit is required. It further ex- 
plains that the tax applies to that por- 
tion of the gross receipts from the sale 
of an entire business which represents 
the fair retail value of tangible personal 
property held or used by such seller and 
acquired by the purchaser for use rather 
than for resale, as, for example, show- 
cases and office or delivery equipment. 
As an example, sales of old equip- 
ment by a retailer holding a seller’s per- 
the sale were 


mit would be taxable if 


made in California to another person 
who would use this equipment. Further- 
more, sales of an entire business will 
usually result in sales tax on that por- 
tion of the proceeds representing con- 
sideration for the tangible personal 
property transferred as long as the seller 
was engaged in an activity requiring the 
holding of a seller’s permit. 

On the other hand, if a transfer quali- 
fies as an occasional sale, then it would 
be exempt from sales tax under Section 
6367 of the Sales and Use Tax Law. Sec- 
tion 6006.5 defines “occasional sale” as 
including any transfer of all or sub- 
stantially all the property held or used 
by a person in the course of an activity 
for which he is required to hold a seller’s 


permit when after such transfer the real 


or ultimate ownership of such property 
is substantially similar to .that which 
existed before such transfer. 

For purposes of determining whether 
substantially all tangible personal prop- 
erty has been transferred, the California 
State Board of Equalization has defined 
“substantially” to mean 80% or more 
of the tangible personal property held 
or used in the activity requiring a seller’s 
permit. Similarly, for purposes of deter- 
mining whether the real or ultimate 
ownership is substantially uicho-e¢ed 
after the transfer, the holders of the real 
or ultimate ownership before the trans- 
fer must be holders of at least 80% of 
such interest after the transfer. 


Application to reorganizations 


Reorganizations may involve the trans- 
fer of stock for stock or assets for stock. 
If a transfer of assets (including tangible 
personal property) for stock has taken 
place between separate legal entities 
and if it does not qualify as an occa- 
sional sale, sales tax will usually apply. 

In examining the different types of 
reorganizations for their sales tax con- 
sequences, the following rules as pro- 
mulgated by the California sales tax au- 
thorities must be kept in mind: 

1. As previously stated, in order for 
a transfer of tangible personal property, 
by a party required to hold a seller’s 
permit, to be an exempt occasional sale, 
the following two requirements must be 
met: 

a. The transferor must transfer sub- 
stantially all (meaning at least 80%) of 
the tangible personal property held or 





used in the activity requiring a seller's 
permit. 

b. The holders of the real or ultimate 
ownership before the transfer must be 
holders of at least 80% of such interest 
after the transfer. For this purpose, 
stockholders in a corporation are re- 
garded as having the real or ultimate 
ownership of the property of the corpo- 
ration. 

2. Stock received from a newly formed 
corporation is not taxable consideration 
for sales tax purposes. For example, a 
transfer of tangible personal property 
to a newly formed corporation solely 
in exchange for stock of the corporation 
would not result in sales tax. 

3. Stock received from a corporation 


_ not newly formed is taxable considera- 


tion for sales tax purposes. For example, 
a transfer of tangible personal property 
to a corporation not newly formed, sole- 
ly in exchange for stock of the corpora- 
tion, could result in sales tax if the trans- 
action were not an exempt occasional 
sale as defined above. 

4. Assumption of indebtedness by 
either a newly formed corporation or 
by a corporation not newly formed is 
taxable consideration for sales tax pur- 
poses. For example, if tangible personal 
transferred to a 
formed corporation in 
stock of the newly formed corporation 
and the new corporation, as part of 


property is newly 


exchange for 


this transaction, also assumes some 
liabilities of the transferor, the assump- 
tion of liabilities would constitute tax- 
able consideration and the transaction 
would be taxable unless an exempt oc- 


casional sale was involved. 


Section 368 reorganizations 

The form of the reorganization trans- 
action is apparently the deciding factor 
for sales tax purposes. The mere fact 
that a sales tax-free result could have 
been reached by the use of a slightly 
different type of reorganization will not 
prevent sales tax from applying to the 
transactions which, in fact, did take 
place. 

The sales tax consequences of the 
various types of reorganizations specified 
as tax-free for Federal income tax pur- 
poses in Sections 354 and 368 of the In- 
ternal Revenue Code, will now be ex- 
amined. In all of the following ex- 
amples, Corporation X and Corporation 
Y have been in existence for some years, 
are owned by unrelated groups of share- 
holders, are retailers, are California cor- 
porations, have California sales tax per- 
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Jack Hofert is a certified public ac- 
ountant and is a supervisor in the Los 
ingeles office of the national accounting 
firm of Peat, Marwick, Mitchell & Co.] 





mits, and have tangible personal prop- 
erty such as machinery and equipment. 

Type A—Corporation X absorbs Cor- 
poration Y in a statutory merger. Or 
Corporation X and Y combine to form 
a third corporation in a statutory con- 
solidation. Administratively, the state 
iuthorities have ihat statu- 
tory mergers and consolidations are not 
taxable, apparently on the theory that 
exchanges of stock and not assets are 
involved. 


concluded 


Type B—Corporation X acquires stock 
in Corporation Y in exchange for its 
own voting stock and immediately there- 
after, Corporation X owns at least 80% 
of the stock of Corporation Y. This in- 
volves an exchange of stock for stock, 
which constitutes an exchange of in- 
tangibles only. Since the sales tax ap- 
plies only to transfers of tangible per- 
sonal property, the transactions would 
not be taxable. 

Type C—Corporation X acquires sub- 
stantially all (at least 80%) of the assets 
of Corporation Y in exchange for voting 
stock in Corporation X. Here there is 
in exchange of assets for stock in an 
established corporation. 

If Corporation X transferred more 
than 80% of its stock to Corporation Y 
in exchange for the assets of Y, then an 
exempt occasional sale has taken place. 
\ transfer has been made of substan- 
tially all of the assets of Corporation Y. 
[he ownership is substantially the same 
since Corporation Y, the prior owner of 
of the 
stock of Corporation X, the new owner 


the assets, owns at least 80% 
f the assets. Thus, the requirements of 


n exempt occasional sale have been 
met. 

If Corporation X transferred less than 
80% of its stock, the ownership is not 
substantially the same before and after 
he exchange. Therefore, a taxable sale 
yy Corporation Y will lave taken place. 
Che the stock 


Corporation Y would be treated as con- 


value of received by 


sideration for sales tax purposes. Also, 
if Corporation X assumed any of the 
liabilities of Corporation Y, that would 
ilso be treated as taxable consideration. 

I'ype D—Corporation X transfers all 
or part of its assets and liabilities to 
Corporation Y in exchange for at least 
80°% ownership of Corporation Y stock. 


If Corporation X transferred 80% or 


more of its assets to Corporation Y, that 
would constitute a transfer of substan- 
tially all the assets of X to Y. The owner- 
ship is substantially the since 
Corporation X, the prior owner of the 
assets, owns at least 80% of the stock of 
Corporation Y, the new owner. There- 


same 


fore, the transaction would qualify as an 
exempt occasional sale. 

However, if Corporation X_ trans- 
ferred less than 80% of its assets to 
Corporation Y, this would be a transfer 
of less than substantially all of its assets 
and therefore the transaction would not 
qualify as an exempt occasional sale. 
Both the assumption of liabilities by 
Corporation Y and the stock of Corpo- 
ration Y would be taxable consideration 
to Corporation X. If Corporation Y were 
a newly formed corporation instead of 
an old corporation the receipt of stock 
would not be consideration but the as- 
sumption of liabilities would still be 
consideration for sales tax purposes. 

Type E-—A recapitalization does not 
involve a transfer of assets and there- 
fore sales tax would not be applicable. 

Type F—Changes in form, identity or 
place of organization should either not 
involve a transfer of assets or if assets 
are transferred between corporate en- 
tities, such transfers would include all of 
the assets with the real or ultimate 
ownership being unchanged, the trans- 
action therefore qualifying as an exempt 
occasional sale. 

Some Type C and Type D reorganiza- 
tions are therefore the sales tax traps 


in corporate reorganizations. 


Avoiding sales tax on reorganizations 


In many instances, corporations in- 
volved in a reorganization can accom- 
plish their purposes just as well with a 
B reorganization as with a C reorganiza- 
tion, and thereby avoid sales tax. For 
example, assume that Corporation N de- 
sires to acquire Corporation M in ex- 
change for a small part of its voting 
stock and then liquidate Corporation 
M. If this was done by transferring stock 
to M in exchange for all of its assets (C 
reorganization), a taxable sale would re- 
sult. However, if N transferred stock to 
the shareholders of M in exchange for 
M stock 


liquidated M, the same purpose would 


(B reorganization), and then 


be accomplished, namely the acquisition 
of M’s assets, and the transaction would 
not be subject to sales tax.* 

If a D reorganization 
transfer of less than 80% 
of the transferor is contemplated, sales 


involving a 
of the assets 
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tax could be avoided if the transferee is 
a newly formed corporation and if no 
liabilities are assumed by the transferee. 
For example, Corporation J transfers 
one of its minor divisions (tangible per- 
sonal property included) to a new sub- 
sidiary in exchange for all of the sub- 
sidiary’s stock. The stock received by 
Corporation J would not constitute con- 
sideration. However, if Corporation J 
transferred liabilities as well as assets to 
the subsidiary, there would be a taxable 
transfer to the extent of the liabilities. 
If no liabilities were transferred, sales 


tax would be avoided. 


Conclusion 
All 


quences of proposed reorganizations are 


too often, the sales tax conse- 


overlooked in 
Many 
avoided with proper planning. Tax ad- 


planning such transac- 


tions. times, sales tax can be 


visers should therefore carefully con- 
sider the sales tax consequences of pro- 
posed reorganizations in an attempt to 
minimize the effect of this tax where 


possible. 


Celler appoints advisory group 
on state taxation of interstate 


commerce 
Tue House Judiciary Committee and 
the Senate Finance Committee are re- 


quired to report to Congress by July 1, 
1962 on 


commerce. 


state taxation of interstate 
rhis study is to cover not 


only state income taxes but also sales 


and use taxes. The original mandate 
was set out in P.L. 86-272, passed after 
the Northwestern and Stockham deci- 


sions came down; the broadending was 
87-17 
Scripto decision. Representative Celler 


done by P. L. following the 
is chairman of the House Judiciary Com- 


mittee and Representative Edwin E. 
Willis is chairman of the Subcommittee 
on State Taxation of Interstate Com- 
merce. 

The Advisory group Representative 
Celler has appointed, consists of the fol- 
Ernest J. Brown, 


Harvard Law School, who is to be chair- 


lowing: Professor 
man of the group; Henry J. Griswold— 
Scovell, Wellington & Co., 
Mass.; Harold M. Groves—Professor of 
Economics, 
Paul J. 
Vanderbilt University; Samuel H. Hell- 


Boston, 


University of Wisconsin; 


Hartman — Professor of Law, 


* It is possible that if the liquidation followed the 
B reorganization immediately as part of a plan, 
the entire transaction might, under the step trans- 
action doctrine, be regarded as a C reorganization. 
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enbrand—Director of Taxes, New York 
Central System; Jerome R. Hellerstein 
Law, New York Univer- 
sity; Ben F. Johnson—Deputy Assistant 
Attorney General (Revenue) of Georgia 
and Dean of the Law School, Emory 


—Professor of 


University; George $. Koch—Tax Man- 
ager, Standard Oil Company of New 
Jersey; Dixwell J. 
California State Board of Equalization; 
and Raphael Sherfy — Turney, Major, 
Markham, and _ Sherfy, Washington, 
D.C; aa 


Pierce —. Secretary, 


U.S. Supreme Court ignores 
Northwestern in license case 
WHAT sorRT OF activities will subject an 
interstate corporation to local licensing 
laws? Will the standards which govern 
immunity in tax apportionment cases be 


applied? The first question only was 
answered in Eli Lilly & Co. v. Sav-On- 
Drugs, Inc., decided by the U. S. Su- 


preme Court on May 22, 1961, with four 
judges dissenting. The majority opinion, 
written by Justice Black confined itself 
to the facts but Justice Harlan’s con- 
curring opinion and the dissenters gave 
some consideration to the relationship 
of this case to tax cases involving inter- 
state operations. 

The facts were not in dispute: Lilly 
Co., an Indiana corporation, maintained 
an office in N. J. staffed by 18 detail men 
who traveled through the state promot- 
ing sales of its drug products to doctors, 
hospitals, and retailers. Generally these 
customers would place their orders 
through local wholesalers but occasional- 
ly the detail men would accept orders 
for transmittal to the N. 
Lilly 


agreement 


J. wholesalers. 
enforce its fair trade 
Sav-On but the 


court dismissed the suit on the ground 


sought to 
with local 
that Lilly had not qualified to do busi- 
ness in N. J. It reasoned that if under 
Northwestern Cement Co. v. Minnesota, 
(358 U.S. 450) a state could tax inter- 
state transactions, surely it could require 
qualification. Lilly appealed, claiming 
that its N. J 


interstate commerce and immune from 


business was entirely in 


certificate requirements under the Com- 
merce Clause of the Constitution. 

The Supreme Court’s majority opin- 
ion touched on this claim only indirect- 
ly, not mentioning Northwestern by 
name, but stating that even if the N. J. 
court rested its conclusions upon an 
improper ground, the judgment should 
not be upset when the facts clearly 


show Lilly’s activities to be intrastate. 
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Justice Harlan concurred in the re- 
sult but felt that some further observa- 
tions were appropriate. Among them 
was the point that even Public Law 86- 
272 (passed by Congress in response to 
Northwestern) which immunizes from 
state taxation the intrastate 
solicitation of orders for an interstate 
customer does not extend the immunity 
to foreign sellers maintaining a local 
sales office. On the question of what 
standards to apply in judging Lilly’s ac- 
tivities, Justice Harlan said: “Reliance 
on the Northwestern Cement opinion’s 
characterization of activities similar to 
those of Lilly as being ‘exclusively in 
furtherance of interstate . commerce’ 
seems to me to be stretching too far a 
casual reference which was quite un- 
necessary to the issue decided by the 
court in that case.” 


income 


The dissenting opinion, written by 
Justice Douglas, took the opposite view 
of Northwestern’s meaning and felt that 
its standards should apply in character- 
izing Lilly’s activities. Local solicitation 
of orders for an interstate seller is not 
separable from his other activities, under 
this view, and therefore is entitled to 
the same immunity. Observing that the 
majority opinion repudiates the whole 
line of “drummer” cases, the dissent con- 
cludes with a warning: “This case on 
its own may do little injury. But it pro- 
vides a formula whereby a state can 
channels of 
commerce in a way that promises to do 


stand over the interstate 
great harm to the national market that 
heretofore the Commerce Clause has 


protected.” 


N.Y. leads the attack 
on N.J. commuters’ tax 


‘THE commuter-benefit 
tax proposed by New Jersey last year 
is now law. (See 3 JITAX 176). 150,000 


Jerseyans who work in New York and 


CONTROVERSIAL 


75,000 New Yorkers who cross the river 
to work in New Jersey have become sub- 
ject to the New Jersey tax. The rates 
New 
York’s and no worker's taxes will be in- 


and deductions will conform to 
creased, but at the end of the year New 
Jersey hopes to have approximately $28 
million to spend on improving com- 
muter rail and highway facilities. 

To understand why this may be a 
matter of hope, one-must recognize that 
the reciprocity provisions of New York’s 
income tax law are not immutable. As 
it reads now, Section 363 gives nonresi- 
dents working in New York the right 


to credit their home state taxes against 
their New York liability, if the home 
state offers reciprocity. New Jersey’s new 
law does so and therefore New Jersey 
stands to gain the amount withheld in 
New York on Jerseyans, but if New York 
changes its reciprocity provisions to 
credit taxes paid to the employment 
State against the return in the home 
state, New Jersey will gain only the 
amount it withholds on New Yorkers. 
This would still be a considerable sum, 
but less than it anticipates. 

Under the New Jersey statute, the 
wages paid commuters from New York 
became subject to withholding on July 
1, 1961. In April 1962 these taxpayers 
will claim credit for their New York 
taxes due and the money withheld will 
be sent to Albany while the taxes with- 
held on commuters to New York will be 
forwarded to New Jersey. If New York 
adopts the change in its reciprocity pro- 
vision which it has been considering, 
each state will keep the amount it has 
rather exchanging 
amounts with the home state. In making 
the decision, New York undoubtedly will 
weigh the effect on the 15 other states 


withheld, than 


with which it has reciprocal arrange- 
ments. 

The New Jersey statute faces two 
serious threats in addition to a possible 
change in the New York law; first, there 
is a question of whether it will qualify 
under New York’s current reciprocity 
provisions because it is not a general in- 
come tax but is limited to commuters, 
and second, there is a question of 
whether a distinction between interstate 
and intrastate workers is reasonable 
under the 14th Amendment of the Con- 
stitution. Joseph H. Murphy, New York 
State thinks the 
New Jersey law is unconstitutional and 


Tax Commissioner, 


will be successfully challenged in the 
courts. He is also somewhat disappoint- 
ed that New York’s 
granting nonresidents the same deduc- 


recent action in 
tions which residents may take did not 
deter New Jersey. It did lead to some 
temporary confusion as to whether com- 
muters would be subject to a 45% in- 
crease in taxes, but New Jersey will re- 
solve that by conforming its law to the 
changed New York provisions. 

It is probably too soon to decide which 
state will have the last word in the com- 
muter tax wrangle, but a top New Jer- 
sey official has said that any attempt by 
New York to nullify the New Jersey law 
by changes in the reciprocity provisions 
of its own act would make New Yorkers 
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employed in New Jersey or other states 
“fair game for double taxation.” w 


New York now microfilms 
Federal income tax returns 


THE USE oF U. S. income tax returns 
by various states in their enforcement 
work dates back to 1931 (14 JTAX 59), 
but the microfilming technique is rela- 
Administrators News 
reports that New York has recorded the 
1959 Federal returns of 500,000 tax- 
payers whose state returns were under 
examination. A private firm handled the 
work, reducing each return on a con- 


tively new. Tax 


tinuous roll in 45 days. BA 


State taxes are least 
in Alaska, most in S.D. 


[HE STATES TOOK approximately $20 


billion in taxes from various sources 
during the 1959 fiscal year. More than 
58% of the total came from sales and 
gross receipts taxes, gasoline yielding 
three times as much as tobacco and 
four times as much as liquor. Individual 
income taxes accounted for 12.5% of 
the total, almost double the corpora- 
tions’ 6.66%, and vehicle licenses yielded 
l,. 
In relation to personal income, Alaska 
taxed each $1,000 of personal income 
it $60.79 South Dakota _ took 


average was 


while 
$122.84, and the national 
The real spread may not be 
quite what these figures suggest when 
states’ 


idjustments are made for the 


ther revenue sources, such as liquor 
stores, publicly owned utilities, sewer 
nd sanitation charges, etc., which vary 
idely and are substantial in some 
tates. 
In all states taxes have increased over 
years and the proposals for even 
ore create arguments and protests. The 
Federal Government is being-asked for 
iter aid from the relatively low-tax 
tes as well as from the high. The 
erage Federal contribution last year 
is $16.73 per $1,000 of personal in- 
me, with New Jersey’s $6.16 being 
lowest and Wyoming’s $63.93 the 


ohest. 


Property assessments in 
New Jersey challenged again 


ONCE MORE New Jersey’s tax assessment 
pot is boiling over. 
The tempest has been brewing and 
1955, when the state 


litigated since 


Supreme Court upheld the statute: re- 
quiring all municipalities to assess real 
and personal property at full value 
(13JTAX59). It seemed to have been 
quieted by a new statute passed last 
year (14JTAX58) that gave counties 
the right to choose any ratio of assessed 
value to market value between 20% and 
100%, but Mrs. Paul F. Switz of Middle- 
town Township, who brought a test case 
five years ago, has now attacked the re- 
form laws. She alleges that they are un- 
constitutional—discriminatory, arbitrary, 
unreasonable, and without proper statu- 
tory standards. The new laws are sched- 
uled to go into effect for 1962 assess- 
ments, and everybody hopes that the 
New Jersey Supreme Court can decide 
upon their validity before these assess- 
ments are made. If Mrs. Switz wins again 
held 
New Jersey might reconsider the recom- 
mendation of the State Tax Policy Com- 
which 


and the assessments are invalid, 


mission, was to eliminate the 
personal property tax and assess all real 


property at 40% of its true value. w 


Philadelphia cannot compel 
N.J. to withhold wage tax 


MANY PHILADELPHIANS are employed in 
New Jersey, free from withholding of 
the city wage tax which local employees 
must accept. In a recent case involving 
Philadelphia’s attempt to collect from 
a New Jersey empioyer, it was held that 


the city has no power to compel him 
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to withhold and furthermore that New 
Jersey law forbids withholding from 
wages. (Radio Corporation of America, 
Court of Common Pleas, Phila. Co., 
4/20/61.) 

Although this case was decided before 
New Jersey law was amended to permit 
withholding in certain situations, it is 
unlikely that the result would be any 
different today. The new statute (S.B. 
137, effective 4/1961) permits agreements 
between New Jersey and other taxing 
jurisdictions only when it is determined 
that a tax advantage to New Jersey resi- 
dents is dependent upon such an agree- 
ment. Inasmuch as reciprocity is not in- 
volved in the Philadelphia wage tax, 
the statute would probably be inap- 
plicable. w 


Pa. is training personnel 

for integrated tax audits 

THE PENNSYLVANIA Department of Rev- 
enue has begun training examiners in 
new procedures to be used in integrated 
Men skilled 
sales and use 


audits. in corporate mat- 


ters, taxes, and escheats 
have been formed into teams of two or 
three to examine taxpayers’ records for 
all types of taxes administered by the 
Revenue Department. After the train- 
ing period and field trials, the pilot 
group will be available to all bureaus 
as enforcement experts and will help 
train additional examiners in the meth- 


ods of integrated auditing. w 





Missouri use tax upheld despite invalid 


exemptions. Although Missouri’s com- 
pensating use tax law imposed a tax on 
property purchased elsewhere but com- 
ing to rest within the state, it exempted, 
among other things, (1) goods used in 
producing new goods or services to be 
sold at retail and (2) equipment “not 
readily obtainable in Missouri” used in 
producing products intended to be sold. 
The court holds that this second exemp- 
tion is not based on differences reason- 
ably related to the purposes of the law, 
discriminates against similar property 
purchased locally for the same purposes, 
and thereby creates an unreasonable, 
arbitrary, and discriminatory classifica- 
tion, in violation of the State and Fed- 
eral Constitutions. Similarly, as to the 
exemption of out-of-state purchases of 
goods used in producing services, the 


court holds this exemption invalid be- 


cause goods purchased locally for that 


purpose are subject to the sales tax. The 
court also holds that various exemptions, 
which depend upon the goods being 
Missouri,” 


“not readily obtainable in 


are additionally invalid because these 
words do not provide a sufficient guide 
for taxpayers or tax officials. It refuses 
to pass on the validity of another chal- 
lenged exemption, since the litigating 
taxpayers were not directly affected by 
invalid 


it. The court declares that the 


exemptions would render the entire 
statute void were it not for the explicit 
severability clause, which includes the 
following: “The legislature hereby de- 
clares that, if any exemption . is in- 
valid . . ., it intended to and does hereby 
impose the same tax on such exempted 
use .. .”’ Southwestern Bell Tel. Co., 
Missouri Pac. R.R., Sup. Ct. Mo., 3/ 


13/61. 
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Exemption of assessments permits social 


clubs to finance needed improvements 


by PETER ELDER 


The exemption of assessments for capital improvements from the 20% Federal tax 


on club dues is making it possible for social clubs to construct needed new facilities 


without extra tax cost to the members. A 


fr. Elder explains the difficulties arising 


from the series of recent changes in the law and shows how clubs can in effect 


create money for improvements by diverting ordinary dues to assessments. 
g 


A S A GENERAL RULE, if a business wants 
to maintain its competitive position, 
it must continually improve its plant 
and equipment. A social club faces the 
same problem in that a club must main- 
tain its physical facilities if it is to ful- 
fill the 


ganized. Depending upon the growth 


purpose for which it was or- 
and desire of the membership, it may 
also be necessary for the club to make 
major plant additions. As with the case 
of the taxpaying organization, a club 
must find ways to finance improvements 
A major 
past has been the tax 


or additions to its facilities. 
obstacle in the 
on assessments, the usual way of financ- 
ing improvements. The solution to this 
problem has been made substantially 
result of amendments to 
1958 and 1959. 


amendments dues or 


easier aS a 
the Code in 

Prior to these 
membership fees in excess of $10 per 
year), initiation fees, and _ generally 
special assessments paid by members 
were subject to an excise tax of 20% 
imposed by Section 4241 of the Code. 
Chus, if in order to finance capital im- 
provements or additions, a club in- 
creased its dues or levied a special as- 
sessment, members were required to pay 
not only such amounts but also the 
20% excise tax thereon. Therefore, for 
every $100 of improvements, it could 
conceivably have cost a member $120. 
One way of avoiding this problem was 
to request a voluntary payment from 
member. However, this 


each type of 


financing was usually not looked upon 


with too much favor, since some mem- 
bers would choose not to make the vol- 
untary payments. 

The recent amendments to the Code 
help minimize the financing problems 
of a club. It is true that the member 
still must pay the cost of improvements, 
but the cost can be materially reduced. 
Section 4243 of the Code, as amended, 
provides generally that, notwithstanding 
the imposition of an excise tax of 20% 
under 4241, certain 
by members, including those for capital 


Section payments 


improvements, will escape such tax. 
Thus, under certain conditions, amounts 
paid as dues or membership fees, or ini- 
tiation fees for capital improvements, 
will not be subject to tax. Capital im- 
provements have been defined to in- 
clude construction or reconstruction of 
a social, athletic, or sporting facility 
or any capital addition or improvement 
to such facility, as well as furnishings 
or fixtures, including installation charges 
for any facility, to the extent that such 
furnshings or fixtures are required by 
reason of the improvement for the use 
of the facility upon completion of the 
construction or reconstruction. 

The statute imposes one further re- 
quirement if such amounts are to escape 
The amounts 
pended by the club for one of the indi- 
cated purposes within three years from 


taxation. must be ex- 


payment by the member. If not so ex- 
pended, the exemption from tax on the 
unexpended amounts will cease and the 
club itself will become liable for any 


tax imposed under Section 4241 just as 
if the payment by the member had been 
made on the first day following the ex- 
piration of the three-year period. 


Regulations on payments for capital 
improvements, adopted in January 1961, 
clarify some of the questions concerning 
the exemption and also set forth cer- 
tain limitations. Basically, the Regula- 
tions are with (1)  assess- 
ments paid on or after January 1, 1959, 
and prior to November 1, 1959, and (2) 
amounts paid after October 31, 1959. 
The reason for this distinction is that 
the 1958 amendment to the Code limited 
the application of the exemption to 
is defined 
as including any assessment, but not 


concerned 


dues since the term “dues” 
including initiation fees. Also, the ex- 
emption did not extend to assessments 
required for furniture and fixtures since 
such amounts were not considered to be 
for the facility being constructed or re- 
constructed. In addition, there was no 
time limitation concerning the expendi- 
ture of the assessments by the club or 
The 1959 
to the Code includes all of the above 
three- 
year period concerning the expenditure 


organization. amendment 


exclusions and also imposes a 


of amounts paid to the club by a mem- 
ber. 

If assessments paid during the period 
of January 1, 1959 to October 31, 1959 
were for construction or reconstruction 
of a facility which was begun on or 
after January 1, 1959, exemption from 
the 20% excise tax is applicable. It 
no difference whether the club 
owned or leased the facility. In addition, 


makes 


any assessment for the construction or 
reconstruction begun on or after Jan- 
uary 1, 1959 for a capital addition to, 
or a capital improvement of, any facility 
is also exempt from tax. Furthermore, 
assessments paid for the retirement of 
indebtedness (such as a mortgage loan) 
on any facility, capital addition, or 
capital improvement are considered to 
be assessments for construction or re- 
construction. Likewise, assessments used 
to replenish reserve funds expended for 
construction or reconstruction are also 
considered to be assessments for con- 
struction or reconstruction. 

Neither assessments used for the pur- 
chase of land or existing facilities, nor 
those for ordinary maintenance or repair 
of facilities come within the exemption. 
In addition, unless assessments paid are 
earmarked by the club at the time of 
receipt, they will not be considered as 
coming within the exemption. The terms 














[Pete 
coun 
York 
firm 
facili 
impr 
appu 
court 
etc., 
furni 
ical | 
49.42 
An 
regul 
club 
for tl 
furni 
whicl 
sessm 
assess 
ture 
SC ope 
Sectic 
Nove 


Timi 


An 
fees, 
ships 
be ey 
const 
begur 
any | 
club. 
to a 
toa 
uary 
fixtur 
petin; 
stallat 
the e: 
by re 
for tl 
pletio 
also € 
retire 
amou 
reserv 
poses. 
run t 
or ex 
maint 
Also, 
marke 
club ; 
tion 
satisfy 
such ; 
three 
exemy 
be li: 
therec 


no 


ndi 


ent 


Ove 


cure 


(Cin. 


riod 
1959 
tion 
| oF 
rom 

It 
club 
Hon 
1 OF 
Jan 
1 to, 
ility 


1o0re 


pul 
nor 
epail 
tion 
d aré 
ne ol 
ed as 


terms 


(Peter Elder is a certified public ac- 
countant and a partner in the New 
York office of the national accounting 
firm of Peat, Marwick, Mitchell & Co.} 





facility, capital addition, and capital 
improvement include buildings and any 
appurtenances thereto, as well as tennis 
courts, swimming pools, golf courses, 
etc., but do not include items such as 
furniture, furnishings, vehicles, mechan- 
ical or electrical appliances, etc. (Reg. 
19.4243-2(a)(1) and (3)). 

\n example of the application of the 
regulations discussed would be a social 
club assessing each of its members $20 
for the purchase of new carpeting and 
furniture for use in its dining room 
which has recently been enlarged; as- 
sessments are paid on July 1, 1959. The 
\ssessments are not exempt since furni- 
ture and fixtures within the 


are not 


scope of the exemption provided by 
Section 4243(b) as in effect prior to 
November 1, 1959. 
Timing 

\mounts paid as dues or membership 
fees, initiation fees or for life member- 
ships if paid after October 31, 1959 will 
be exempt from excise tax if paid for 
construction or reconstruction by a club, 
1959, of 
the 
The exemption will also apply 


begun on or after January I, 


ny facilities owned or leased by 
club. 
to a capital addition or improvement 
to a facility if started on or after Jan- 
uary 1, 1959, as well as to furnishings or 
fixtures, such as furniture, drapes, car- 
peting, refrigerators, etc. (including in- 
stallation charges) for any facilitiy, to 
the extent that such items are required 
by reason of the capital improvement 
for the use of the facility upon com- 
pletion of the work. The exemption is 
ilso extended to amounts paid for the 
etirement of indebtedness, as well as 
amounts paid for the replenishment of 
eserve funds expended for exempt pur- 
poses. Again, the exemption does not 
run to amounts used to purchase land 
or existing facilities, nor to ordinary 
maintenance or repair of club facilities. 
\lso, unless the amounts paid are ear- 
marked for the exempt purpose by the 
club at the time of receipt, the exemp- 
tion will be denied. Notwithstanding 
satisfying the above requirements, if 
such amounts are not expended within 
three years from date of payment, the 
exemption will cease and the club will 
be liable for the excise tax of 20% 
thereon. The regulations appear to be 


quite fair concerning the expending 
of such payments in that it is indicated 
that any basis consistent with the appli- 
cation of the section may be used by a 
club in determining which amounts paid 
by its members have been expended for 
construction or reconstruction within 
the three-year period (Reg. 49.4243(b)(1) 
and (3). 
if the assessments were paid on or after 


In the example given above, 


November 1, 1959, the exemption pro- 
visions would apply. 

As long as the requirements of the 
statute Regulations are satisfied, 
there should be no question concerning 


and 


the exemption from excise tax of cer- 
tain amounts paid by members to a 
social club. The following illustration 
demonstrates the advantages which can 
be realized. club with 100 
members receives dues of $100,000 per 


Assume a 


annum; such dues would be 
$20,000. Accordingly, each member 
would be billed $1,200, of which $1,000 
$200 the 
tax. In total, the 
club would collect $120,000 but it would 


be required to remit $20,000 to the 


tax on 


would dues and 


20% 


represent 
Federal excise 


Government leaving $100,000 for opera- 
the amendment to the 
Code, the $20,000 for the capital im- 
provement could be obtained from the 


tions. Prior to 


$100,000 available for current operations 
leaving only $80,000 for this purpose) 
$24,000 
would be required ($20,000 for the cap- 
ital improvement and $4,000 for the tax 


or an additional assessment of 


thereon). Under the amendments to the 
Code, however, the capital improvement 
can be financed with a substantial tax 
savings to the club or its members. For 
example, if the members are willing to 
pay only $1,200 per annum, they could 
each be billed $833.33 for taxable dues, 
$166.67 the $200 


for the improvement which is exempt 


for tax thereon and 
from the tax. The club would receive, 
in total, $120,000 and would remit only 
$16,666.67 to This 
would leave a balance of $103,333.33 for 


club purposes; a savings to the club of 


the Government. 


$3,333.33. If the members can be charged 
an additional $200 for the improvement, 
they could each be billed $1,000 for tax- 
able dues, $200 for the tax thereon and 
$200 for the capital improvement. In 
total, the club would receive $140,000 of 
which $20,000 would be paid to the 
Government, $20,000 for the improve- 
ment and $100,000 would be available 
for 
above, 


current operations. As indicated 
this would the 


$4,000 or $40 per member. 


save members 
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Every club which intends to make 
capital improvements should avail it- 


self of the relief provided for in Sec- 
tion 4245. To do otherwise is not only 
poor business management but is also 
an injustice to the members. w 


IRS screened 100,000 fraud 
tips; 1% were convicted 


Conviction oF 1,102 persons for tax 
fraud in the year 1960, an increase in 
the number of convictions over prior 
the the IRS’ 
huge criminal intelligence operations. 
Every the 


years, was end result of 


year Division 


scans about 100,000 leads and tips of 


Intelligence 


all kinds; most are turned over for civil 
proceedings to collect taxes and penal- 
ties, but in 1960 special agents consid- 
16,000 3,600 re- 
sulted in complete investigations. A 
total of 1,258 ob- 
tained; fines imposed totaled $2,100,000; 
prison sentences added up to 1,750 years. 
the Intelli- 
annual report 
for the fiscal year ended June 30, 1960, 
were: 


ered cases, of which 


indictments were 


Typical cases listed by 


gence Division in its 


Six officers and associates of a large 
manufacturing concern were given sen- 
tences of up to one year in prison, and 
fines, on charges of conspiracy to evade 
the corporation’s income taxes by con- 
cealing income and by diverting corpo- 
ration funds to personal use. Trips to 
Europe, household appurtenances, and 
automobiles for the families were some 
of the personal expenditures that had 
masqueraded as business expenses. 

Fight Midwestern 
gambling syndicate were fined $25,000 


members of a 


each, with five-year prison terms for six 
of them, for wagering, excise tax eva- 
sion, and failure to register for the oc- 
cupational wagering tax. The syndicate 
did multimillion-dollar wagering busi- 
ness. 

An alleged rackets principal and _ his 
personal bodyguard were given prison 
terms and large fines for conspiracy to 
evade income taxes. 

A Midwestern physician drew a year 
in prison and a $10,000 fine for tax- 
cheating over a three-year period. An 
attorney, a one-time state legislator and 
civic leader, received a like sentence for 
willful failure to file income tax returns 
over a period of years. 

A tax consultant was given a record 31 
years in prison and a $5,000 fine fox 
preparing fraudulent returns for clients, 
forging checks, and related offenses. 
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rofessional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Intensive tax course at the college 


level urged for future taxmen 


er ADMINISTRATION colleges to- 
day should equip all their students 
with some knowledge of Federal and 
But the 
paring for a career in marketing or 


State tax systems. man pre- 


personnel needs a foundation quite dif- 
ferent from that of the prospective busi- 
ness manager. And the man preparing 
for professional practice, usually as a 
certified public accountant, needs a 
thorough, intensive, and comprehensive 
introduction to 


all these different needs the collegiate 


taxation. In meeting 
schools of business today are usually 
offering different types of courses. Dr. 
C. Aubrey Smith who is a CPA and 
Professor of Accounting in the College 
of Business Administration at the Uni- 
versity of the ideal 
course for each type of student recently 
at a meeting of the Southwestern Sec- 
tion of the American Accounting Asso- 
ciation. 


Texas discussed 


As Professor Smith sees it, the general 
business doesn’t need a full 
college curriculum in taxation. He can 
pick up a general idea of the tax system 
and learn how to fill out simple 1040s) 
if the standard course in accounting of- 


student 


fered to non-majors in accounting were 
the 
subject—using as text material the forms 
and 


to devote three or four weeks to 
and 
Government booklets on the subject. 

A future manager thinks of taxes as 
one of the subjects about which he must 
have a superficial general knowledge; 


instructions themselves some 


he regards taxes much as he regards 
He is 
interested in specifics or techniques. He 


business law or economics. not 


should have a course at the senior or 
graduate level, after at least a six semes- 
ter-hour course in business law and at 
least financial 
accounting. The course work should be 
a survey of 


nine semester-hours in 


taxable and non-taxable 
income, deductible and non-deductible 


items. In the course he scans the cir- 


under which estates and 
trusts pay taxes, learns about the nature 
of tax-free reorganizations, looks quickly 
at the gift tax and its relationship with 
the estate tax. Finally he spends the 
last week or so of the course consider- 
ing the relationship of Federal taxation 
to business and estate planning. 


cumstances 


Taxes for the CPA 


In many schools the courses offered to 
prospective CPAs do not give them ade- 
quate training. Too many are offered 
on the fallacious theory that an ade- 
quate foundation can be laid in one 
course of three semester hours; actually 
all that can be done in that amount of 
time is to give a broad survey, much 
like the course described above as suit- 
able for the prospective business man- 
ager. The justification offered for this 
approach is that if the student gets a 
foundation in college he can delve more 
deeply into the intricacies later on in 
practice if he finds he needs to. Need- 
less to say, the graduate of a school 
offering only this kind of course is not 
equipped to be of help in preparing 
tax returns or meeting the problems of 
clients when he goes out into actual 
practice. 

Another method sometimes used in 
training prospective professionals is the 
case method. Here the teacher is con- 
tent to use a book of selected cases, each 
of which purports to set forth an im- 
portant area of taxation. Although most 
of the cases are actual Tax Court or 
Federal court decisions, others are cases 
prepared from the author’s experiences. 
The course is taught in the same fashion 
that most law school courses are given. 
The student is not put to the task of 
answering questions or preparing solu- 
tions to tax problems either with or 
without the use of tax forms. As a con- 
sequence, the student comes out of this 
type of course with a general under- 


standing of Federal taxation but with 

little or no training in preparing tax 

returns or solving tax problems. 
Another approach, which does have 


. the virtue of presenting some problems 


and bringing in some returns, is what 
Professor Smith calls “the follow-the- 
text-book approach.” Instructors _fol- 
lowing this plan generally assign one 
and only one text book, set up their 
assignment sheet in accordance with 
the usual thirty chapters, and follow 
the sequence without deviation, addition 
of outside material, or deletion of the 
trivia frequently found in some text 
books and tax courses. Problems ac- 
companying the text are assigned and 
can be answered without too much dif- 
ficulty by referring no further than to 
the one and only text. Naturally these 
questions are quite simple requiring no 
research or reference to outside readings. 


A professional approach 


None of these methods is satisfactory 
for the student looking to a_profes- 
sional career, Professor Smith said. “Of 
course, no college course or series of 
courses alone will make a person expert 
in the field of Federal taxation. Profes- 
sional competence requires many years 
of practice and continuous study. What 
the college course can do, however, is to 
lay the groundwork, the foundation and 
the proper mental attitude and disci- 
pline for future growth and develop- 
ment. What factors are essential for this 
comprchensive approach? The most im- 
portant are: 

1. Ready access to and _ substantial 
use of a fairly complete tax library and 

eference materials. The minimum first 
cost of such a collection is about $2,000 
and will require from $500 to $800 a 
year to maintain and add to it; 

2. Tax-trained and experienced teach- 
ers who are willing and able to devote 
considerable time continuously to keep- 
ing up-to-date with the voluminous liter- 
ature in the field; 

3. Students who are well grounded in 
financial accounting, basic business law 
and who are professionally orientated; 
and 

4. Acceptance oi the simple fact that 
a satisfactory basic training will require 
more than three or four semester hours 
of course work. 


“No course in Federal taxation can 
be adequately taught except to students | 


grounded in fundamental accounting 
priciples and practices. The first thing 
the student must learn is that there are 
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no principles of Federal taxation—there 
is only a large body of exceptions to 
financial accounting theory and _prac- 
tice. These are details which have to 
be learned, stored away, memorized, and 
retained for later use when recall de- 
mands. Thus, when we say that the stu- 
dent must be professionally orientated, 
we mean that he must be willing to put 
in many hours of reading, memorizing, 
analyzing, comparing, working problems, 
and solving practical situations—more so 
than is normally required in most of the 
business administration courses under- 
taken. He cannot pursue the course in 
Federal taxation as he might a course in 
sociology, philosophy, or literature of 
the Roman Empire. He must learn as 
much of Federal taxation in college as 
time will permit in the same manner 
that the law student studies contracts 
or the medical student studies human 
physiology. 


Content of the professional course 

“An adequate course requires two 
semesters. The first semester,” Professor 
Smith suggested, “may be organized in 
this way. 

One week should be given to a back- 
ground study of the economics of tax- 
ation, the early history of income, and 
death taxes followed by a review of 
United States. 
In those states having a state income tax 
time should be 


Federal taxation in the 
some devoted to the 
history of that state’s income tax law 
and its relationship to the Federal tax. 

“One week may well be given over 
to a study of the sources of tax law and 
tax procedures. It is in this connection 
that a fairly complete tax library in 
close proximity for class lectures _be- 
comes important. Exercises in the use 
of this library by the students so that 
potential should be carried out during 
this period. Perhaps also one day or 
perhaps two should be given over at 
this time to a study of the organization 
and operation of the entire Revenue 
Service from the national headquarters 
in Washington down to the lowest sub- 
district office. 

“From here on the standard text book 
approach would be followed with the 
following modifications during the first 
semester: 

1. Require that applicable Code pro- 
visions be studied at the time a particu- 
lar topic is assigned. In this connection, 
the student should be encouraged to 
remember Code provisions by number 
for efficiency in communication and de- 


velopment of a professional attitude to- 
ward the subject. 

2. The professor should select some 
thirty to sixty leading cases covering sub- 
jects to be studied during the first 
semester. He should assign each student 
the task of becoming completely familiar 
with perhaps a fair number of these 
cases and make an oral report to the 
class on at least one of three cases. 

3. Require that each student develop 
competence in the preparation of fairly 
complicated tax returns. In this connec- 
tion, professors of some schools prepare 
open book case problems considerably 
more difficult than those normally avail- 
able in typical texts or tax courses. 
These returns should be completed with 
the same care as though they were to be 
submitted to the District Director’s of- 
fice. In some circumstances, a team of 
two or three students working together 
may solve the case, while in other situ- 
ations each individual (on the honor 
system) but using any library materials 
available, will prepare the return. These 
outside-of-class case problems should be 
carefully graded, be given the same 
weight as a theory quiz and returned 
for class discussion and review. Three 
or four such case problems may be as- 
signed during the semester, including a 
1040W, a 1040 Short Form, a 1040 Long 
Form, and a 1120. With respect to the 
corporation problem, the student should 
be required to prepare a Schedule M 
worksheet before filling out the official 
Schedule M on the 1120 return. 

The second semester will also make 
use of the text book but chiefly as an 
outline. It should be supplemented by: 

1. A continuation of the practice of 
rcporting on cost cases as in the first 
semester, 

2. Assignment of outside quiz prob- 
lems covering a partnership return (or 
corporation return if corporations are 
covered in this semester), a gift tax re- 
turn, and a fairly difficult Federal estate 
tax return. 

3. Study of state inheritance and state 
estate taxes and their relationship to 
the Federal estate tax. 

4. The writing of a research paper 
on some timely topic. This paper should 
give the student an opportunity to be- 
come familiar with fugitive literature, 
greater facility in research and analysis, 
and experience in determining what is 
relevant. 

5. Considerable emphasis on what 
happens after the tax return is filed. In 
this connection, outside experts are fre- 
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quently called in for lectures. The stu- 
dent should be given a case situation to 
follow through from the time a defi- 
ciency is suggested by the Revenue 
Agent until it gets into the Tax Court 
or Federal district court. 


Important professional aspects 


“Throughout this semester the in- 
structor concentrates on two important 
professional aspects: (1) developing the 
student's capacity to represent his client 
before any agency of the Internal Rev- 
enue Service and his confidence to meet 
any given tax situation, and (2) empha- 
sizing business and estate tax planning. 
In most schools this second semester 
course will enroll fewer students than 
the first semester and hence can be con- 
ducted along the lines of a seminar. 
Should the school find that the second 
semester attracts almost as many students 
as the first semester, it may want to con- 
sider broadening the tax course to a 
full nine semester hours. This is, of 
course, the ideal way to conduct the 
subject,” Professor Smith concluded, 
“and may well in the future become the 
standard practice when professional 
training in accounting trends more to- 
ward a five or six year program. At 
present, however, when the bulk of ac- 
counting instruction is at the under- 
graduate level, most students are unable 
to give more than six semester hours 
to this one segment of accounting in- 
struction. a 
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The IRS’ right to examine: What and 


whose records, when and how often 


by RICHARD E. HOBBET and J. BRUCE DONALDSON 


Can taxpayers thwart a fishing expedition by the IRS? Can they prevent a second 


examination? How about records of third parties? The authors examine the cases 


dealing with these questions and offer practical suggestions on how to handle them 


and then turn to the as yet little litigated question of the Government’s right 


to demand net worth statements. 


T HE BASIC AUTHORITY under which the 


Commissioner conducts audits is 
Section 7602 IRC, which authorizes the 
examination of books, 


any papers, 


records, or other data relevant or ma- 
terial to the purpose of (1) ascertaining 
the correctness of any tax return, (2) 
making a return where none has been 
made, (3) determining the liability of 
any person for a tax or (4) collecting 
any such liability. The Commissioner 
is further authorized to summon a per- 
son to appear before his Agent and 
such 


gives testimony relevant to 


poses. Such testimony can be taken un- 


pur- 


der oath. 
This 
by Section 7605 of the 1954 Code which 


authority is limited somewhat 
provides that no taxpayer shall be sub- 


jected to unnecessary examination or 
investigation and that only one inspec- 
tion of his books of account shall be 
made for each taxable year unless the 
taxpayer requests it or unless the Secre- 
tary of the Treasury or his delegate, 
after investigation, notifies the taxpayer 
in writing that an additional inspection 
is necessary. 

There is some question as to what 
is an unnecessary investigation or ex- 
amination. 

On first examination the courts have 
granted rather broad discretion to the 
Commissioner to determine whether an 
investigation is necessary. For example, 
im the case of In re Keegan,! the court 
permitted a first examination for a year 
barred by the statute of limitations 
simply on the allegation of the Govern- 


ment that it wanted to investigate the 


possibility of fraud.2 And in Applica- 
tion of the United States,3 the court re- 


fused to require the Internal Revenue 
Service to make a showing of reasonable 
cause for believing the taxpayer to be a 
resident of the United States 
permitting an investigation of income 


before 
earned by the taxpayer in Germany. 


Second examination 


In the case of second examinations 
the courts have generally imposed some 
restrictions on the Commissioner's rights 
to examine the taxpayer’s books, and 
records. Normally the second examina- 
tion is conducted until after the 
three-year statute of limitations has ex- 
pired and therefore the cases dealing 
with second examinations generally re- 


not 


quire the Commissioner to make some 
showing in his application for a sub- 
poena that there is probable cause to 
believe the taxpayer was guilty of fraud 
during the barred year.4 In this con- 
nection an affidavit of a Revenue Agent 
is generally not sufficient.6 The neces- 
sary showing by the Commissioner has 
likened to that which the state 
must make in support of the validity 


been 


of an arrest by an officer without a war- 
incidental search of the 
prisoner. If the facts and circumstances 


rant and his 
before the Commissioner’s Agents are 
such as to warrant a man of prudence 
and caution in believing that a fraud 
has been committed, proof of these facts 
is sufficient to show the necessity of ex- 
amining barred years, even though a 
first examination was previously con- 
ducted.® 

The United States Circuit Court of 
Appeals for the Fifth Circuit has not 
required as much of the Commissioner 
in supporting his demand for a sum- 


mons to a taxpayer to produce his books 
and records for a closed year. The 
Fifth Circuit seems to feel that the testi- 
mony of the Commissioner’s Agent that 
he believed an examination necessary 
to investigate a possible tax liability 
and fraud would be sufficient.? 

The taxpayer’s right to resist a sec- 
ond examination is a right which may 
be waived by him. Thus if he produces 
his records upon request of a Revenue 
Agent he may not later complain that 
the evidence obtained thereby is inad- 
missible in a proceeding against him.’ 


Other years, other persons 


A somewhat different question is pre- 
sented as to how far afield the Commis- 
sioner can go in investigating the tax 
liability of a particular taxpayer. It 
has been held that upon a first examina- 
tion of the year 1952 the Commissioner 
is entitled to examine the records of the 
taxpayer for the year 1951 in order to 
help determine the correct depreciation 
for the year 1952. The Commissioner 
was permitted this second examination 
of the year 1951 even though he had 
not requested the second examination 
in the prescribed statutory method.® 

Often the Commissioner’s Agents wish 
to examine records of a third party in 
determining the liability of a taxpayer. 
On this situation the court will issue a 
summons to the third party only upon 
a showing of relevancy in the examina- 
tion of the taxpayer's returns. The sum- 
mons must documents 
wanted with reasonable particularity so 
that the third party is not subjected to 
fishing expeditions. The Agents of the 


specify the 








EE 


Commissioner are not the sole judges | 


of what they need in the examination 


but the courts must be satisfied of the 


necessity for the examination.1° But 
where the year being examined is barred 
by the statute of limitations, the Com- 
missioner must also show reasonable 
cause for suspecting fraud.1! The Sixth 
Circuit, however, would seem to be 
more liberal in this regard as it granted 
a summons against a third party upor 
the testimony of a Revenue Agent that 
from his concluded 
there was a strong suspicion of fraud. 
The court did not require proof of 
facts showing reasonable grounds for 


believing the fraud to exist.! 


investigation he 


Net worth statements 
The frequently de- 
mands that a taxpayer assist his Agents 


Commissioner 


in obtaining information pertinent to a | 
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determination of taxable income by 
some other method than that used by 
the taxpayer in keeping his. books and 
records. The most common instance is 
the Commissioner’s desire to estimate 
taxable income by a net worth and ex- 
penditures method. In making such ex- 
aminations the Agents demand that the 
taxpayer furnish information concern- 
ing his assets and liabilities at the be- 
ginning and end of each year, and that 
he further give evidence of nonde- 
ductible expenditures. In addition, of 
course, it is necessary to determine all 
receipts of property which are nontax- 
such as gifts, inheritances and 
various types of statutory exempt in- 
come. Many of these facts are outside 
the scope of the books and records which 
a taxpayer is required to keep under 
Section 6001 of the and the 
Commissioner’s Regulations thereunder. 


ible, 


Code 


Both the Falsone case!® and O’Connor 
v. O’Connell!4 arose out of the Commis- 
sioner’s net worth examination. How- 
ever, there has been little discussion by 
the courts of the right of the Commis- 
sioner to subpoena from a taxpayer in- 
formation relating to nondeductible ex- 
penditures and nondepreciable assets, 
which have no effect on a taxpayer's in- 
come. It is submitted that, since a tax- 
payer is not required to keep records of 
this type, an investigation of these facts 
would constitute an unnecessary investi- 
gation by the Commissioner unless the 
taxpayer had failed to meet the statutory 
by 
Commis- 


requirements records 


the 


of keeping 


which taxpayer and the 
sioner .could accurately determine tax- 


able income. This proscription would be 


18 F.Supp. 746 (S.D. N.Y. 1937). 

See also People’s Deposit Bank & Trust Co. v. 
United States, 212 F.2d 86 (CA-6, 1954) and In re 
Wood, 123 F.Supp. 297 (W.D. Ky. 1954). 

246 F.2d 762 (CA-2, 1957). 
‘O’Connor v. O'Connell, 253 F.2d 365 (CA-1, 
1958). 
U. S. Aluminum Siding Corp. v. Eshleman, 170 
F.Supp. 112 (N.D. Ill. 1958). 

Lash v. Nighosian, 273 F.2d 185 (CA-1, 1959). 
Cf. Pacific Mills v. Kenefick, 99 F.2d 188 (CA-1, 
1938). 
tlobe Construction Co. v. Humphrey, 229 F.2d 
148 (CA-5, 1956) and Falsone v. United States, 
205 F.2d 734 (CA-5, 1953). 
* Philip Mangone Co. v. United States, 54 F.2d 168 
(Ct. Cl. 1931). 
Essential Oil & Chemical Co. v. 
States, 230 F.2d 764 (CA-2, 1956). 

First National Bank of Mobile v. United States, 
160 F.2d 532 (CA-5, 1947). 
DeMasters, 181 


Norda 


United 


Arend v. F.Supp. 761 (Ore. 
1960). 

* People’s Deposit Bank & Trust Co. v. United 
States, 212 F.2d 86 (CA-6, 1954). 

Supra note 7. 

Supra note 4, 

E.g. Eugene Tehan, Section 59,140 P-M, TCM 


(June 30, 1959). 7 


of little use if the net worth examina- 
tion could be used to show the in- 
adequacy of the books and records and 
therefore it is submitted that a taxpayer 
can resist such an investigation unless 
the Commissioner first shows reasonable 
cause for believing that the taxpayer 
has not complied with his statutory duty 
of keeping books and records. 

Many net worth investigations go back 
many years and although this method 
has been helpful in turning up unre- 
ported income, it has great possibilities 
for error because taxpayers generally 
keep no records by which an adequate 
determination on this basis can _ be 
made. The use of this method has un- 
doubtedly resulted in overassessment of 
taxes in some instances and as much care 
should be exercised in avoiding this re- 
sult as is exercised in preventing inno- 
cent persons from being unjustly con- 
victed of crimes. The Commissioner has 
pushed the use of this method in cases 
involving no fraud and for the purpose 
of redetermining small amounts of in- 
come.15 If this trend continues it would 
appear that legislation will be required, 
either to approve of the method and re- 
quire taxpayers to keep records by which 
income can be determined in this man- 


ner or limiting the Commissioner’s 
rights to commence net worth investiga- 
tions. We believe it would be unwise 


to impose further bookkeeping require- 
ments on taxpayers. 

Regardless of what the taxpayer's 
rights may be. in this area, a practical 
problem is presented when an Agent 
asks the taxpayer to submit net worth 
The 


and it is a powerful one, is to cooperate 


statements to him. natural urge, 
with the Agent, hoping, in this way, 
to gain his confidence so that he will 
be more apt to accept explanations and 


statements of fact. 


Danger of cooperation 
The danger in cooperating with the 


Revenue Agent is nowhere more 


parent than it is in net worth examina- 


a p- 


tions. By giving net worth statements 
and estimates of living expenses the tax- 
payer furnishes evidence against him- 
self. If the Commissioner was required 
to accept all of the information in the 
net worth statement as correct, should 
he make use of any part of it, the dan- 
ger would be less apparent. However, 
the Commissioner will often accept the 
taxpayer’s statement as to certain as- 
sets and liabilities which are subject to 
documentation, but reject the taxpayer’s 
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[Mr. Hobbet is associated with Michael, 


Spohn, Best & Friedrich, Milwaukee; 
Mr. Donaldson is a partner in Raymond, 
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Chirco, Fletcher, Cohan & Donaldson, 
Detroit. Both have served as trial at- 


torneys for the chief counsel’s office in 
Chicago. This article is one of two 
which have been adapted from their 
paper published in the Marquette Law 
REVIEW in the winter 1961 issue. The 
second article, dealing with administra- 
tive procedures and techniques in set- 
tling a case in the IRS will appear in 
the JOURNAL OF TAXATION shortly. 





undocumented statement as to other 
assets and liabilities. In this way the 
taxpayer has furnished evidence by 
which the Commissioner can construct 
an estimate of unreported income which 
may be wholly unreasonable. The assets 
and liabilities at the end of the period 
as usually susceptible of accurate proof. 
The IRS then refuses to acknowledge 
the existence of any assets at the begin- 
ning’of the period that the taxpayer has 
been able to prove. Since the point of 
time for which the proof of these assets 
is necessary may be many years in the 
past, this is often a very difficult or 
even impossible burden of proof. The 
large number of which the 
courts have rejected unsupported testi- 


cases in 


mony of cash on hand at the beginning 
of the period attests to this. 

If there is any doubt as to what a 
net worth analysis will reveal, it would, 
therefore, seem better to refuse to pre- 
pare a net worth statement for the Rev- 
envue Agent. Thus it would seem neces- 
sary, in all instances, te prepare an ac- 
curate net worth analysis before giving 
the Agent any information of this type. 
If information. is to be given to the 
Agent, it would then be best to present 
the net worth nalaysis as the investiga- 
tion of taxpayer’s counsel, without hav- 
ing it signed or verified by the taxpayer 
in such a way as to constitute an ad- 
mission in later proceedings. oh 


Procedure with Tax Court 
Trial Commissioner clarified 


ARE THE PROCEDURAL RULES any different 
where a Trial Commissioner presides 
over a Tax Court hearing? The answer 
appears to be “yes and no.” In a recent 
case, North American Aviation, 36 TC 
No. 59 (1961), a Trial Commissioner 
made numerous rulings. Among them 
was an order quashing a subpoena duces 
tecum, served by the respondent on the 
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corporate petitioner’s president. Prior to 
the time that the Trial Commissioner 
had filed his findings of fact and before 
the case had been assigned to a judge, 
the respondent appealed to the Tax 
Court to overrule this order. Judge Mur- 
dock denied the motion. It was his be- 
lief that to permit a review of the Trial 
Commissioner’s rulings at that stage of 
the proceedings would vitiate the pur- 
pose of appointing Trial Commissioners 
in the first place. Nor may this “deci- 
sion” on the respondent’s motion be ap- 
pealed, since this is not a final decision 
of the Tax Court. 

Under Section 7456(c) the chief judge 
of the Tax Court may appoint any attor- 
ney on the court’s legal staff as a “com- 
missioner in a particular case.” In prac- 
tice, Trial Commissioners are perman- 
ently appointed. 

Trial Commissioners have authority 
to hear any type case in the Tax Court. 
However, they have been primarily used 
799 


to hear cases arising under Section 722, 
1939 Code. These cases, however, are no 
longer being docketed in the Tax Court 
and before too long the Trial Commis- 
sioners will have to be assigned to other 
types of cases or else their usefulness will 
be at an end. 
Rule 48 of the 


Practice 


Tax Court Rules of 
the ground 
under which hearings by Trial Commis- 


sets down rules 
sioners are to be conducted. The Trial 
Commissioner conducts the hearing in 
the Court’s Rules of 
upon objections 
other evidentiary matters, and exercises 


accordance with 


Practice, rules and 
“such further and incidental authority, 
including the issuance of subpoenas,” as 
may be required. 

When a Trial Commissioner has been 
assigned to a particular case, the rules 
of procedure are of necessity somewhat 
different from the rules prevailing where 
a judge presides. For example, within 60 
days after the date on which the hear- 
ing is concluded, each party is required 
to file his proposed findings of fact and 
original brief. As to their form and con- 
tents, the provisions of Rule 35(e) apply, 
except that when a case is assigned to a 
Trial Commissioner the proposed find- 
ings of fact of each party shall be com- 
plete under the evidence. When a judge 
presides complete findings are required 
only of the party having the burden of 
proof. Within 30 days after the pro- 
posed findings of fact, objections to the 
proposed findings of the opposing party 
may be filed. After the Trial Commis- 
sioner files a report of his findings of 
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fact, and within 30 days after such find- 
ings are served, reply briefs and any ex- 
ceptions may be filed. Oral argument 
may be ordered by a Tax Court judge 
or may be requested via a motion made. 
at or before the time reply briefs are 
due. 

As stated previously, the Trial Com- 
missioner has authority to rule upon 
objections, and issue subpoenas, etc. In 
so far as the Tax Court is concerned, 
Trial Commissioners are fundamentally 
time saving devices. If a case is heard 
before a Tax Court judge his rulings 
on evidence, etc., are not appealable 
except in so far as they are subject to 
review by the court of appeals after a 
final decision has been entered. 

The Tax Court judge may accept or 
reject the findings of fact made by the 
Trial Commissioner, or even make new 
findings of fact. Thus, it appears that 
at the time the parties are required to 


New procedural decisions this month 





Mitigations relief section not applicable 
to depreciation adjustment (1939 Code). 
Taxpayers’ corporation in 1943 and 
1944 bought certain farm assets for his 
use and deducted the cost as a business 
expense. The Tax Court held in 1953 
that the corporation was not entitled to 
an expense deduction and that taxpayer 
had received a dividend equal to the 
cost of the assets and was not entitled 
to an expense deduction for their pur- 
chase. Taxpayer in 1954 filed claims for 
refund for the years 1946 through 1950 
claiming depreciation on the farm assets. 

Taxpayer in his 1945 return claimed 
his distributive share of an alleged part- 
nership loss incurred in its abandon- 
ment in 1945 of certain assets. He also 
filed a timely refund claim for 1943 in- 
volving a carryback of a portion of the 
loss. The Commissioner rejected the 
claim and disallowed most of the aban- 
donment loss, thus recognizing a 
stantial adjusted basis for the assets in- 
volved. When these assets were sold in 
1946 and 1947, gain was computed with- 
out any deduction of basis from the 
sales proceeds. Taxpayer in 1954 filed 
a refund claim for the years 1946 
through 1950, claiming that the gain re- 
ported on the sales should be eliminated 
and that depreciation deductions should 
be granted. 

The refund claims filed in 1954 were 
not timely unless the statute of limita- 
tions was mitigated pursuant to Section 


sub- 


file their exceptions, these rulings made 
during the course of trial may be ap- 
pealed from. 

The Tax Court Rules provide no 
guide as to what criteria are to be ap- 
plied in reviewing these exceptions; how- 
ever, it may be supposed that mere 
“harmless error” will not suffice to cause 
a reversal of a Trial Commissioner’s rul- 
ing made during the course of trial. At 


any rate, a little further along in his | 
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opinion in the North American Aviation 

case, Judge Murdock stated that even} H.R. 
if the ruling quashing the subpoena were | ment 
to be reviewed on the merits, he would | 1961. 
not be disposed to overturn it. vides 
The effect of this opinion is to insure | bene! 
an orderly procedure in a hearing held | 62, li 
before a Trial Commissioner. To have} ment 
ruled otherwise would have destroyed able | 
the effectiveness of a Trial Commis-| for r 
sioner who is usually appointed in | it pr 
lengthy cases. * | rates 
| The 
follov 
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3801 of the 1939 Code. The Commis. | mont 
sioner in 1956 rejected the claims. | mont 
Reversing the district court, this court} tiring 
holds that Section 3801(b)(5) was not| worke 
broad enough to permit correction of} sured 
errors resulting from failure to take} $40. 1 
allowable depreciation deductions re- ) surviv 
sulting from erroneous expensing of| Crease 
capital items by the taxpayer. The} 2. J 
amendment in the 1954 Code to permit) securi 
this correction was not retroactive. A re- | to me 
fund is granted, however, for the capital) The 
gain erroneously reported. The erron-| who 1 
eous recognition of gain resulted from a) duced 
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time of the disposition of the property| paid. 
inconsistent with his determination of| get a 
basis at the time of acquisition. Rush-| mate; 
light, CA-9, 6/17/61. } ceive 
gradu: 


Bob Hope Foundation exempt. The} lay in 
comedian Bob Hope organized a chari-| Some 
table foundation to which he transferred) Avera 


the rights to his life story. The founda- 
tion granted the Saturday Evening Post 
the right to publish the story, and re-| 
ceived a substantial payment, most of| 
which it contributed to recognized chari-| 
ties. The Commissioner sought to dis} 
allow the exemption because Bob Hope 
received substantial publicity from the 
publication. This court finds publicity 
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received was incidental. It did not detract gust 1. 


from charitable activities of the founda- 


tion. Bob and Dolores Hope Charitable fits at 
Foundation, DC Calif., 4/25/61. 
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NEW DEVELOPMENTS IN 


‘. Payroll taxes” 


EDITED BY PETER G. DIRR 





1961 Social Security 


amendments 


H.R. 6027, “The Social Security Amend- 
ments of 1961” became law on June 30, 
1961. Generally, this new legislation pro- 
vides for an increase in the minimum 
benefit, provides benefits for men at age 
62, liberalizes the insured status require- 
ment, and increases the benefits pay- 
able to widows. The earnings limitation 
for retirees was increased. In addition, 
it provides for an increase in the tax 
rates to pay for the added benefit costs. 
The changes are further described as 
follows: 

1. Increase in minimum benefit. Be- 
ginning with benefits payable for the 
month of August, 1961, the minimum 
monthly benefit payable to a worker re- 
tiring at or after age 65, to a disabled 
worker or to a sole survivor of an in- 
sured worker, was raised from $33 to 
$40. Benefits payable to dependents and 
survivors of insured workers were in- 
creased proportionately. 

2. Benefits for men at age 62. Social 
security benefits are now made available 
to men who wish to retire at age 62. 
The monthly benefit payable to men 
who retire prior to age 65 will be re- 
duced to take into account the longer 
period over which the benefits will be 
paid. A worker retiring at age 62 will 
get a benefit amounting to approxi- 
mately 80% of the benefit he would re- 
ceive at age 65. This percentage will 
gradually increase for every month’s de- 
lay in applying for benefits after age 62. 
Some examples are as follows: 


Average 
Monthly Monthly benefit at age 
Wage 65 64 63 62 
$ 50 $40 $37 $ 54 $32 
85 50 46 43 40 
110 65 60 56 52 
180 80 74 69 64 
275 100 93 86 80 
370 120 112 104 96 


[his provision became effective Au- 
gust 1, 1961. 

Women have been able to draw bene- 
fits at age 62 since October, 1956. A 
woman’s benefit will generally be larger 


than the man’s benefit at age 62 because 
of the different methods of computation 
provided in the law. Women’s earnings 
are counted only to age 62. Men must 
count earnings to age 65, even though 
they retire at age 62. This would mean 
that three “no-earnings” years would be 
included in computing the average wage, 
thus reducing the base. The difference 
might be as much as $15 per month. 

3. Liberalization in insured status re- 
quirement. Prior to the amendment, the 
law required that an individual have 
one quarter of coverage for every three 
quarters elapsing after 1950 in order to 
be fully covered. Now only one quarter 
of coverage for every year elapsing after 
1950 is required. As under present law, 
no less than six nor more than forty 
quarters of coverage will be required. 
benefits payable to 
widows. The new law provides that the 
benefits payable to widows (age 62 or 
over) will be increased from 75% of the 
husband’s retirement benefit to 8214—an 
increase of 10%. This increase is also 
available to a dependent widower and to 
a surviving dependent parent. The in- 
crease became effective with benefits 
payable for the month of August, 1961. 

5. Retirement test. A change was made 
in the “retirement test” to provide that: 

1. If a beneficiary earns $1,200 or less 
a year, no benefits will be lost (same as 
old law). 


4. Increase in 


2. If a beneficiary earns between $1,- 
200 and $1,700 (formerly $1,500), $1.00 
in benefits will be withheld for each 
$2.00 of earnings above $1,200, and 

3. If a beneficiary earns more than 
$1,700, $1.00 in benefits will be with- 
held for each $1.00 of earnings above 
$1,700. However, as under the prior law, 
no benefits will be withheld for any 
month in which the beneficiary neither 
earns more than $100 in wages nor 
engages in self-employment. 

This change in the “retirement test” 
is effective with taxable years ending 
after June 30, 1961. 

6. Increase in tax rates. Effective Jan- 
uary 1, 1962, contribution rates are in- 
creased by 14 of 1% each for employers 
and employees and by 3/16 of 1% for 
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self-employed. The new rates will be as 
follows: 


Employee 
and Self- 
Employer Employed 
1962 314% 4.7%, 
1963 to 1965 354% 5.4%, 
1966 to 1967 44% 62% 
1968 & thereafter 454% 6.9% 


Tardy employment taxpayers 
will face new IRS pressures 


TAXES WITHHELD from employees’ wages 
are trust funds belonging to the United 
States and Commissioner Caplin has 
served notice that he intends to collect 
them Streamlined enforce- 
ment procedures now in effect will per- 
mit notice of tax lien or other collec- 
tion measures to be started within a few 
days after receipt of a return without 
full payment. 


promptly. 


Relatively few employers fail to pay 
over their withheld taxes when due, but 
the number has risen almost 10% dur- 
ing the last year. Senator John J. Wil- 
lams (R-Del.) was much concerned in 
view of the reduction in other tax de- 
liquencies and felt further Treasury 
attention needed. The IRS’ new 
enforcement policy is to be fair but 
firm in seeing that the Government's 
money is not dissipated by employers or 
directed to their own use for even a 
short time. w 


was 


Increase in Idaho maximum 
weekly benefit 
IN ACCORDANCE with the “escalator” pro- 
vision of the Idaho unemployment law 
a $43 maximum weekly benefit amount 
will be applicable for new benefit years 
beginning after July 1, 1961. This was 
increased from $40. 

The new maximum represents 5214% 
of the average weekly wage of all work- 
ers covered under the Idaho law. * 


New Colorado maximum 


THE MAXIMUM weekly unemployment 
insurance benefit payable to individuals 
in the State of Colorado has been in- 
creased from $44.00 to $45.00. This 
maximum is applicable to the six month 
period beginning July 1, 1961. 

The new maximum weekly benefit 
represents one half of the average week- 
ly earnings of selected Colorado indus- 
tries as published by the United States 
Bureau of Labor Statistics. ¥ 
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Four major problems facing the 


corporate tax planner today 


pes AREAS currently giving practi- 
tioners the most trouble in the Sub- 
chapter C area today were discussed re- 
cently by Ralph G. Schulz, Milwaukee 
attorney, in an address at a Chicago tax 
conference. We have persuaded him to 
let us bring you the substance of his 
thinking that he 
wanted to “‘finished”’ 
paper—our point being that these cur- 


(over his protests 


wait and do a 
rent and practical matters deserved im- 
Mr. 
the Milwaukee law firm of 


mediate attention). Schulz is a 
member of 
Whyte, Hirschboeck, Minahan, Harding 
& Harland. 

The four problem areas are, he said: 
— Continued diff- 
and integration of 


1. Reorganization 
culties in definition 
statutory provisions. 

2. The use of preferred stock in re- 
organizations and dividend distributions. 

3. Practical problems in the applica- 
tion of the spin-off and partial liquida- 
tion provisions. 

4. The apparently unintended broad- 
ness of Section 304, relating to redemp- 
tions through related corporations. 


Reorganization—difficulties defintion 
1954 
comprehensively revise the basic defini- 


Congress concluded in not to 
tions and related provisions dealing with 
the several forms of tax-free. reorganiza- 
itself 
statutory 


contented with 


the 


tion. Instead it 


several additions to lan- 
guage. Accordingly, in dealing with the 
reorganization definitions, we have the 
benefit of about thirty years of interpre- 
tation, and none-the-less, we have in- 
tense current problems about the quali- 
fication of certain transactions as re- 
organizations. 

In particular there are troublesome 
problems about the B and C type re- 
organizations. Both of these forms of re- 
organization contain the language “‘sole- 
ly for voting stock”. In a B type reorgan- 
ization the acquiring company offers its 


shares of stock in exchange for the out- 


standing stock of all classes of the corpo- 
ration to be acquired. It must acquire 
at least 80% of all classes. The acquir- 
ing corporation may issue only its vot- 
ing stock, but the voting stock may be 
voting preferred, and the vote on the 
preferred may be considerably diluted. 
That is to say that in a company havy- 
ing outstanding $1.00 par common shares 
having a value of $5.00 and one vote 
per share, the Treasury will approve 
the issuance of $100 par voting preferred 
with the effect that there is twenty 
times the vote of the common than there 
is on the preferred. In addition, the 
acquiring corporation may not concur- 
rently use any cash to acquire any of the 
remaining shares not for 
stock. 

It frequently will be found that an 
acquiring corporation will desire to 
limit the number of shares it issues, par- 
ticularly because it will desire to equate 
acquired earnings per share somewhat 
to the earnings it has before the trans- 
action. It may be found that the ac- 
quired corporation has outstanding an 


acquired 


issue of preferred stock and may or may 
not have enough cash on hand with 
which to call this preferred stock. The 
question then arises as to whether in 
connection with the basic plan of re- 
organization the acquired corporation 
may on the eve of the reorganization call 
its preferred stock and pay cash for’ it. 
If calling the preferred stock so im- 
pairs the working capital position of the 
acquired company that the buying com- 
pany will have to add to its capital im- 
mediately after the transactions, it is 
troublesome to determine whether the 
prohibition against the use of cash in a 
B type reorganization has been violated. 
The Dividends and Reorganization 
Branch of the Tax Rulings Division, in 
reliance on a published ruling (Rev. 
Rul..55-540) will generally issue a ruling 
that a prior redemption of the preferred 
stock by the acquired company, paid for 


by its own cash, will not disqualify the 
reorganization. It is not clear that this 
ruling can be obtained on a transaction 
where the acquiring corporation must 
itself replenish the working capital of 
the acquired company so that it is in 
effect itself paying for the preferred 
stock in cash. 

An equally interesting problem per- 
taining to the use of cash in connection 
with B type reorganizations recently 
arose in the Howard and Turnbow 


cases. The Supreme Court long ago } 


ruled that the term “solely” leaves no 
leeway and the payout of any cash by the 
acquiring corporation disqualifies a B 
type reorganization. In Howard some- 


thing slightly in excess of 80% of the | 


stock of the acquired corporation was 
acquired for stock and the balance of 


s 4 o7 =e em . , 
approximately 197% was acquired for } 
cash. To the Commissioner and the Tax | 
Court it was a clear case of failure to | 


meet the statutory definition of reorgan- 
ization and, accordingly, persons receiv- 
ing stock for stock as well as those re- 
ceiving cash for it would have to pay 
the capital gain tax. The Seventh Cir- 


cuit, however, took notice of the inter- | 


esting language of the counterpart of 





Section 356 of the Internal Revenue 
Code. It in effect states that if the prop- 
erty received in an exchange to which | 
the tax-free benefits or the reorganiza- j 
tion would apply consists not only of | 
property permitted to be received tax- 
free, but also consists of cash or other 
property, gain would not be recognized 
in excess of the amount of cash or other? 
property. This, the court ruled, meant 
that even though 4 transaction was not 
a reorganization, if it would be a re-| 
organization but for the use of cash, it 
would in effect be taxed as a reorganiza- 
tion at the shareholder level. The result, 
of course, was considered astounding. 
The construction made of Section 356 is, | 
however, quite a plausible one. After 
all, it says that if something would be} 
tax-free but for the receipt in connec. 
tion with the reorganization, then only| 





the other property ought to be taxed.| 
The conventional understanding of the} 
situation had _ been, that in 
order for this boot provision to apply, 
the transaction had to be a reorganiza- 
tion by definition, which in practical} 


— 


however, 


effect tended to limit the application of} 
the boot section to mergers and con- 
solidations. In the Turnbow case the 
Tax Court adopted the reasoning and 
interpretation of the Seventh Circuit in 
the Heward case. Recently, however, the 
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Turnbow case was reversed by the Ninth 
Circuit. The taxpayer is applying for 
certiorari to resolve the conflict between 


the Seventh and Ninth Circuits. 


Cash in C reorganization 


Che use of cash in connection with a 
C type reorganization is also very inter- 
esting. A C type reorganization is the 
exchange of assets solely for voting stock 
of the acquiring corporation or of a par- 
ent corporation of the acquiring corpo- 
ration. Before discussing cash in rela- 
tionship to a C type reorganization, note 
might be made of an advantageous 
method of effecting a C type reorganiza- 
tion which has been available since 
1954. Formerly it was not permitted for 
the acquiring corporation to receive the 
issets Of the business it was acquiring 
und then transfer them to a new sub- 
sidiary, nor was it possible for the acquir- 
ing corporation, whose stock might be 
marketable to capitalize a new subsidiary 
by contributing its own stock to it and 
having the new subsidiary acquire the 
issets for the parent corporation’s stock. 
Both of these things are now specifically 
permitted. Often in an acquisition it will 
be desired to avoid a public offering and 
SEC procedure that a B type reorganiza- 
tion involves. It may also be desired to 
eliminate the possibility of a minority 
interest which non-acceptance of the 
offer of stock for stock by individual 


In 


is quite convenient for the 


shareholders might involve. many 
states it 
corporation which is selling out to sell 
its assets subject to its liabilities to a 
ew subsidiary of the acquiring corpora- 
tion in exchange for the marketable 
stock of the parent corporation and pro- 
eed with what in corporate law is liqui- 
dation and dissolution, thereby eliminat- 
g dissenting shareholder rights. The 
net result is that you can end up with 
the separate subsidiary and with no 
ninority interests in it. 
In 1954 Congress concluded that the 
of some cash in connection with a 
type reorganization ought to be per- 
The 
amended to say that the term “solely for 


mitted. statute had earlier been 
voting stock” did not preclude the ac- 
quiring corporation from assuming the 
iabilities of the acquired corporation. 
lhe further liberalization of the C type 
reorganization stated that 20% of the 
consideration paid could consist of cash, 
but if liabilities were also assumed, they 
had to be counted with the cash to meet 
the 20% test. In other words, where the 


liabilities amount to 20% or more it is 


true that no cash may be used. This was 
not much of a liberalization. 

It will be remembered that the C type 
reorganization requires only that sub- 
stantially all of the assets of the acquired 
corporation be exchanged for stock. It 
is, accordingly, possible to hold back 
cash or other property, but the rule of 
thumb is that no more than 10% may 
be held back because the term “substan- 
tially all” must mean 90% or more. The 
Tax Rulings Division uses 10% for pur- 
poses of issuing rulings. 

I very recently had occasion to con- 
sider whether in a C type reorganiza- 
tion the Treasury Department might 
permit the acquired corporation to pay 
out a substantial part of its current 
assets to redeem its callable preferred 
stock so that the acquiring corporation 
could issue fewer of its shares to acquire 
the business involved and thereby pre- 
sumably justify a better price to the 
common stockholder. The corporation 
which was selling out admittedly would 
not have redeemed its preferred stock 
but for the reorganization being pro- 
posed. After finding that there is no 
very definitive published case or ruling 
on the point, I learned that the Tax 
Rulings Branch was no clearer about 
the answer than I was. I was informed 
that the Tax Rulings Branch had never 
ruled against such a redemption, but 
certainly if 20% of 
assets of the acquired corporation were 
the 


more than the 


paid out in anticipation of re- 


organization, they would have some 
problem about issuing a ruling and the 
matter would probably have to be re- 
viewed in the Chief Counsel’s office. Of 
course, this problem can be eliminated 
completely by the use of a merger fol- 
lowed, if that is desired, by the transfer 


of the assets so acquired to a new sub- 


sidiary. 
One of the most noteworthy additions 
to the 1954 Code is Section 306, which 


taints preferred stock received as a divi- 
the effect that 
alized by its subsequent sale or other dis- 


dend with amounts re- 
position to either a third person or the 
corporation is treated as ordinary in- 
come. What is, I think, of the greatest 
current interest is the extent to which 
preferred stock may still be used ad- 
both 
and for periodic tax-free dividend pur- 
poses, not only in the publicly held 
situation, but in the closely held situa- 
tion as well. I would say that this is due 
to a very sensible liberality by the Treas- 
ury in issuing rulings in the publicly 


vantageously in reorganizations 
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and furthermore this is 
of interest since so much can still be 
done with preferred stock which is ad- 
mittedly 306 stock from which the taint 
cannot be removed. Thus, a company 
merging with a publicly held company 
and receiving as its consideration some 
preferred stock as to which there is no 
pre-determined plan for redemption can 


held situation 


usually receive a ruling that the subse- 
quent disposition of this preferred stock 
by the shareholders receiving it will not 
be in pursuance of a plan of tax avoid- 
ance with the result that capital gain 
treatment is available. 

It is my understanding that the Treas- 
ury has ruled that publicly held corpo- 
rations issuing preferred stock as divi- 
dends where there is no plan to call the 
preferred stock have not given their 
shareholders any 306 problems. I have 
seen such a ruling given incident to the 
very declaration of a periodic preferred 
stock dividend. 

Because the receipt of preferred stock 
as a dividend or in a recapitalization can 
be effected tax-free and the problem of 
ordinary income taxation arises only in 
connection with the disposition of pre- 
ferred stock in a taxable transaction, 
Section 306 stock can, and increasingly 
is, playing an important part in closely 
held corporations. Thus, to receive tax- 
free shares of preferred stock which may 
be given to children to reduce the prin- 
cipal owner's estate or transferred into 
10-year trusts for children in order to 
shift income, or indeed which may be 
given to charity for a deduction equal 
full the 306 
stock are a series of advantages which 
the of stock 
which is admittedly Section 306 stock. 


to. the value of share of 


very often commend use 


Spin-off partial liquidation 

The most interesting recent develop- 
ment in connection with spin-offs is the 
affirmance by the Sixth Circuit of the 
Coady case. This case held as invalid 
regulations which required as a condi- 
tion for a spin-off that there be two dis- 
tinct businesses. The Code permits the 
tax-free distribution of the stock of an 
80% or more owned subsidiary if the 
transaction is not used as a device to pay 
out earnings and profits, and if the 
parent corporation and the subsidiary 
corporation are both engaged in the 
active conduct of businesses and the 
business has been conducted for at least 
five years and was not acquired by pur- 
chase during the five-year period. In the 
Coady case it was decided that two co- 
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owners of a construction business could 
come to a tax-free parting of the ways 
by having the existent corporation trans- 
fer half of the construction business to a 
subsidiary corporation followed by the 
of the 
sidiary in termination of the interest of 


distribution stock of this sub- 
one of the shareholders. The result is a 
good one and the use in the Code of the 
singular in the reference to “trade or 
business” certainly supports the con- 
struction arrived at by the court. It 
sufficient that the 
requirement prevents 


active 
the 
splitting of a business into an operating 


would seem 


business 


company and an investment company. 
The spin-off, or more accurately split 
up, is a most useful device in connection 
with a retirement of disagreeing share- 
holders. The question of its use will also 
frequently arise in connection with the 
proposed sale of an operating subsidiary 
or division by a company which would 
like to combine the sale of the business 
with tax advantages to be enjoyed pro- 
portionately by the corporation’s share- 
holders. It is clear that when there is a 
prearranged plan to sell the division or 
subsidiary, the spin-off route can be used 
only at the expense of a great likelihood 
treatment. Unfortunately 
Section 355 does not contain the middle 


of dividend 
ground which it probably should con- 
tain. It is quite true that a spin-off could 
be a method of paying a dividend just 
as an attempted partial 
could have that effect. 


that in connection with 


liquidation 
However, it is 
submitted the 
distribution of the stock of a separate 
business which is planned to be sold, 
there is a genuine contraction of the 
business and certainly compliance with 
the basic concepts of Section 346 of the 
Code which makes capital gain treat- 
ment available when a business is con- 
tracted. 

Section 346 deals with partial liquida- 
tion. Its rule of taxation is that there be 
either capital gain or dividend treat- 
ment. Section 355, however, gives only 
the alternative of no present tax or an 
dividend tax and fails 
recognize that it would be more con- 
sistent with the concepts that afford the 
benefit of capital gain distribution in 


immediate to 


Subchapter C that capital gain be avail- 
able in connection with the distribution 
of the stock of a subsidiary which is 
about to be sold. Accordingly, when a 
division is about to be sold, instead of 
proceeding by the spin-off route, it is 
preferable to proceed by the partial 
liquidation route, if that is available. 
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The partial liquidation route contem- 
plates that the transaction may be used 
immedately following a sale and prob- 
ably in the face of a sale as well. 

The old problem of the Court Hold- 
ing case, namely, whether 
when a corporation is about to sell assets 
it can avoid the tax on the gain from 
the corporate base and have the share- 
holders pay a single tax, is very much 
alive in connection with partial liquida- 
tions, although it has now been elimi- 
nated in complete liquidations. 

In other words, consider that the cost 
of the ap- 
proximately $200,000 and indication is 
that this business could be sold for $300,- 
000 and the cash is not desired in the 
company, but is instead desired at capi- 
tal gain rates in the hands of the in- 
dividual shareholders. In this instance 
there is a 25% corporate tax (and 52% 
to the extent inventory gain may be 
involved) if the corporation sells the 


Company 


offshoot business assets is 


property, which tax can be avoided if 
the property is distributed in kind to 
the shareholders and then sold by them. 
Commissioner will 
scrutinize factual elements of this 
transaction to determine whether or not 
the sale of the assets by the shareholders 


Obviously, the 


the 


can be imputed to the corporation. It 
is noteworthy that Section 346 speci- 
fically contemplates that the assets them- 
selves may be distributed in kind to the 
shareholders. This procedure may be 
clumsy where more than a very few 
shareholders are involved, but the tax in- 
volved may be very much worth the me- 
chanical difficulties. 

Partial liquidations also present in- 
teresting problems when the business to 
be sold is a separate subsidiary and the 
imminence of the sale, along with the 
pro rata distribution of the net avails, 
makes proceeding by the spin-off route 
undesirable because of the dividend pos- 
sibility. Compound this problem further 
by assuming that the business to be so 
sold had been acquired something slight- 
ly in excess of five years earlier and the 
subsidiary itself was capitalized rather 
thin so that there are large obligations 
owing to the parent. The imminence of 
the sale makes liquidation of the sub- 
sidiary and proceeding under the partial 
liquidation section desirable. The liqui- 
dation will cancel the intercompany ac- 
count or debts. It is interesting to specu- 
late as to whether an attempt would be 
made to limit the assets distributable in 
partial liquidation to the net equity pre- 
viously committed to the business, or 


whether 


the intercompany _ liability 
would have to be recognized. I do not 
find the regulations deal clearly with 
the liabilities, but the affirmative pro. 
visions would tend to indicate that the 
assets or the proceeds of the business | 
may be distributed in gross. 


Section 304 


Section 304 represents congressional 
recognition that the owner of 100% of 
the stock of corporations A and B should 
not be able to sell his A stock to corpo- 
ration B and obtain the benefits of capi. | 
tal gain. It also embodies the recogni- 
tion that if the B corporation is the 
subsidiary of corporation A, the indi- 
vidual owning all of the stock of corpo- 
ration A should not be able to sell some 





of his A stock to A’s subsidiary and be 
taxed at a capital gain rate after apply- 
ing his basis. The Commissioner's at- 
tempt to achieve this result without the 
benefit statutory enactment had | 
failed. } 

The language of Secion 304 deals | 
separately with related corporations and 


of 


at first seems to require that these corpo- 
rations be sister corporations in the 
sense that the persons involved should | 
be in control of both of them, and if 

stock in one of the corporations is sold 

by such controlling persons to the other 

controlled corporation the property re- 

ceived would be treated as a distribution | 
in redemption of the stock of the pur-| 
chasing corporation. 

Section 304 then separately deals with 
the acquisition of a subsidiary of stock 
in its parent corporation by purchase 
from the parent’s shareholders, and quite | 
consistently treats that separate situation 
as though the parent corporation had 
itself made a distribution to the persons | 
selling the stock. | 

The difficulty arises by reason of modi. | 
fication of the constructive ownership 
rules made for purposes of the applica- 
tion of Section 304. Specifically it is pro- 
vided that in connection with corporate 
attribution the 50% ownership rule will 
be waived. The corporation attribution } 
rule normally treats its controlling share- 
holders as owning shares in another cor- 
poration which the corporation owns in 
proportion to their interests. The elimi- 
nation of the 50% rule and the failure 
at least to substitute some appropriate 
lesser figure to determine when a corpo-| 
ration will be regarded as owning shares} 
owned by an individual has created 
havoc in the actual application of this 
section. It means that the enactment of 
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the sister corporation rule was actually 
unnecessary. This is because two corpo- 
rations controlled by the same persons 
are already regarded as owning the stock 
of each other and are, therefore, con- 
structively already in the relationship 
of parent and subsidiary for purposes of 
Section 304. 

The unintended broadness of Section 
304 is merely evidenced by this ap- 
necessary construction. The 
harshness of its application is better 
demonstrated by a case. The estate of 
Mr. A B, subject to considerable in- 


parently 


debtedness, owns actually 5% and con- 
structively an additional 10% by reason 
of ownership of its beneficiaries of the 
stock of a foundry company. The estate 
has serious indebtedness and has no 
public market for the important holding 
it has in the foundry. There would seem 
to be no reason why this minority in- 
terest in the foundry could not be sold 
to a family controlled company, com- 
pany B in the real estate business. Cer- 
tainly Blackacre could be sold to any 
such company for its fair value, and cer- 
tainly there is no reason why General 
Motors’ shares could not be so sold to 
a controlled company at the fair value. 
304 
eliminating the 50% 


However, Section by completely 


, control rule in- 
volved in corporate attribution regards 
he controlled corporation as already 
ywning the shares of the foundry com- 
pany actually and constructively owned 
by the estate. Accordingly, if the foundry 
shares are sold to the family real estate 
corporation, the result is likely to be a 
dividend. This is so despite the fact that 
the basic problem that Section 304 set 
ut to correct is the problem of selling 

ires in one controlled corporation to 
nother corporation with the net result 

it the seller retained control of both 
while obtaining cash from one of his 
controlled enterprises. It is submitted 

lat this result is unintended and is in 
principle inconsistent with the theory of 
substantially disproportionate redemp- 
ions. One does not obtain a preferential 
lividend in respect of stock of a corpo- 
small 
minority, and if he can sell Blackacre at 
its fair value to a corporation for capital 


ration in which his interest is a 


gain, there is no reason why he cannot 
sell his minority interest in a Foundry 
for a fair price. 

The Subchapter C Advisory Group 
} 


a 59 


las recommended that fo 


figure be 
substituted for the 50% figure. It is my 
belief that the 50% control figure should 


have been utilized in the first instance. * 


*IRS won’t disregard corporate entity 
holding record title for tax purposes. 
[Non-Acquiescence| A testamentary trust 
conveyed to taxpayer corporation title to 
real property, including a long term 
lease thereon, solely to convenience the 
remainder incident to their 
holding of title of the life tenant. It was 
never intended that the corporation 
should, and the corporation did not, 
perform any real substantial business 
function or engage in a business activity 
with regard to the property. It executed 
no leases, mortgages, or sales. It made no 
improvements or repairs, and paid no 
taxes on the property. It maintained no 
bank account and had no working capi- 
tal. The net rentals were collected by 
the same persons who collected them be- 
fore formation of taxpayer and were 


interests 


credited to the checking accounts of the 
persons owning the property prior to the 
passing of title to taxpayer. Under these 
peculiar facts the Tax Court concluded 
that the corporate entity of taxpayer 
should be disregarded and that the net 
rental is in reality the income of the 
stockholders and should be taxable to 
them rather than to taxpayer. [The 
Second the Tax 
Tax Court and held that the separate 


Circuit has reversed 
existence of the corporation should have 
been recognized. 283 F.2d 395, cert. den. 
$/20/61.—Ed.] State-Adams Corp., 32 TC 
365, non-acq., IRB 1961-26. 


Liquidating trust not taxable as associa- 
Real 
trust under which the real estate would 


tion. estate was transferred to a 
be managed by three trustees, one repre- 
senting each branch of a family who 
had long been hostile to each other. The 
net income of the trust was to be paid 
to eight beneficiaries in equal shares. 
Each 


time by an instrument in writing bring 


of the beneficiaries could at any 
about the termination of the trust. The 
trust was, in any event, to be terminated 
the The 
trust 


of the real estate. 
the 


upon sale 


Government contended that 
was an association taxable as a corpora- 
7701(a)(3) 
assessed corporate income taxes against 
the An 
corporation exists when (1) two or more 


tion under Section and 


trust. association taxable as a 
persons associate themselves in a joint 
enterprise, (2) having a substantial re- 
semblance to a corporation, and (3) for 
the carrying on of business for a profit. 
This trust, the court holds, meets the 


New corporate decisions this month 
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first of those three requisites, but fails to 
meet the other two. The power to 
terminate the trust by any of the bene- 
ficiaries precluded continuity of life 
which is one of the prime features of a 
corporation. In addition, the trust was 
not engaging in business for profit since 
its purpose was to sell or dispose of the 
real estate. Every trust involves some 
business activity, but in this case, it does 
not appear to have involved more than 
what was required to conserve the value 
of the property and to obtain a satisfac- 
tory price for it. Walker, DC Mass., 5/ 
25/61. 


Title holding corporation not taxable. 
A corporation was organized to hold title 
to property being purchased by the 
stockholders as beneficial owners. This 
apparently was a common practice in 
Florida. The land was subdivided and 
sold in several transactions over a period 
of years. The court finds that the corpo- 
ration other than 
holding naked title. It is not considered 


served no purpose 
a corporation for tax purposes and the 
real ownership is considered to be that 
of the stockholders. Refund of the cor- 
porations income tax paid is allowed. 
Miles, DC Fila., 6/5/61. 


Bonds without fixed interest obligation 
held equity capital. Seven individuals. 
incorporated taxpayer and transferred 
their real estate holdings to taxpayer in 
exchange for stock and registered gold 
bonds. The bonds were unsecured and 
provided that interest would be paid 
only at the discretion of the board of 
directors and in no event was to exceed 


"07 


7 Interest payments were not cumu- 
lative, and there was no provision for 
maturity in case of default. Each stock- 
holder held one-seventh of the stock and 
one-seventh of the bonds. The amount 
of interest to be paid each year was de- 
board of directors at a 


No 


termined by the 
meeting held at the end of the year. 
dividends were ever declared by tax- 
The held, 


affirms, bonds 


Tax Court and this 
that the 


genuine indebtedness but rather equity 


payer. 


court are not 
capital and that, therefore, the payments 
thereon not deductible as interest. 


Gokey Properties, Inc., CA-2, 6/1/61. 


are 


*IRS won't follow Ducros; says stock- 
holder has dividend when he receives 
proceeds of corporate policy. In Ducros 
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{(CA-6) 272 F.2d 49 (reversing 30 TC 


1337)] there was at issue the taxability 
of insurance proceeds payable to a stock- 
(taxpayer) 
to a life insurance contract owned by 


holder-beneficiary pursuant 
the corporation. The corporation had 
taken out a policy on the life of another 
stockholder; it paid all the premiums 
and designated certain stockholders (one 
of which was taxpayer) as beneficiaries. 
The corporation had the right to name 
itself as beneficiary. The general rule 
101 IRC 1954 is that 


amounts received under a life insurance 


under Section 
contract, paid by reason of the insured’s 
death, are excludable from income. The 
Tax Court held that the transaction was 
a wagering contract, as distinguished 
from a life insurance contract, and not 
within the exclusionary provision. The 
Circuit Court rejected this theory and 
the IRS’ renewed contention (not de- 
cided by the Tax Court) that the pro- 
ceeds constituted dividends. The IRS, in 
announcing it will not follow the re- 
versal, states that, in cases of this type, 
insurance proceeds are taxable as divi- 
dends. TIR No. 321 (6/9/61). 


* Liquidation qualifies under 337 despite 
retention of cash to pay unlocated stock- 
holders. [Acquiescence] Taxpayer was an 
exempt mutual water company whose 
assets were condemned by a new state 
agency. Taxpayer claimed that it liqui- 
dated within a 12-month period as re- 
quired by Section 337 and so gain on the 
The 


Commissioner said that taxpayer did not 


condemnation sale was tax-free. 
qualify because (1) a small amount of 
cash was retained to pay off stockholders 
who had not been located, and (2) the 
date of adoption of the plan of liquida- 
tion did not meet statutory tests. The 
the 
record on meetings etc. concludes that 


the the 


Tax Court examining corporate 


date directors decided not to 
appeal the condemnation award was the 
date of the adoption of the plan of 
liquidation and this date met the tests 
of 337. As to the retention of cash, the 
court found that there was a good-faith 
attempt to liquidate and the minor de- 
the 
337. Mountaian Water Co. of La Cres- 


centa, 35 TC 418. acq. IRB 1961-26. 


viation should not bar benefits of 


Hotel building not similar to con- 
demned office building; gain recognized. 
Taxpayer owned an office building in 
Cincinnati which it sold, at a gain, under 
the threat of The pro- 
ceeds were entirely invested in 80% of 


condemnation. 
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the stock of a corporation owning a 
hotel in New York City. Although: stat- 
ing that it is immaterial that the new 
building was in a different city from the 
old and that the proceeds were used to 
buy stock rather than the building itself, 
the Tax Court holds the nonrecognition 
provisions of Section 1033 do not apply. 
The new property was not “similar or 
related service or use” to the old 
property. One was an office building, the 
other a hotel. The fact that both were 
held for the same purpose, rental in- 
come, is sufficient. Clifton Invest- 
TC No. 58. 


in 


not 
ment Co., 36 


Interest is deductible, although bor- 
rowing was for another. [Acquiescence] 
Taxpayer, a corporation engaged in the 
real obtained 
mortgage loans from a related mortgage 
and loan corporation. Part of the loan 
proceeds was lent to a stockholder. The 
Commissioner disallowed an interest de- 
duction to taxpayer on the grounds that 
the interest payments could not qualify 
as business expenses, since the proceeds 


estate business, several 


were used personally by the shareholder. 
The Tax Court allowed the deduction. 
Under the Code, all interest paid on 
genuine indebtedness is deductible, ir- 
respective of whether it qualifies as 
ordinary necessary 
Here, the loans were made to 


and business ex- 
penses. 
taxpayer, in its corporate capacity, using 
corporate assets as security for the bor- 
rowed funds. Accordingly, these were 
legitimate, enforceable loans, and the 
fact that the proceeds were loaned to 
a shareholder is immaterial. Arcade 
Realty Co., Inc., 35 TC 256, acq.; IRB 
1961-26. 


Stockholder was joint venturer with 
corporation; can deduct loss in paying 
for goods it used. [Acquiescence| Tax- 
payer obtained from a manufacturer a 
franchise to assemble and distribute cer- 
tain merchandise. Taxpayer organized 
a corporation with two other individuals 
to conduct this business, was an officer 
and director, and devoted a substantial 
portion of his time to the corporation. 
The the 


chandise to taxpayer as an individual, 


manufacturer invoiced mer- 
but the corporation paid the amount 
of the invoice and conducted the busi- 
ness. Taxpayer sought to have the cor- 
poration billed directly, but the manu- 
facturer would not consent to do 
The corporation ultimately became in- 
solvent, and the corporation sued the 
taxpayer and collected the balance due 


So. 


for merchandise invoiced to him. Tax- 
payer sought to deduct this amount in 
full. The Commissioner contended that 
taxpayer suffered a non-business bad 
debt and that he was entitled to only a 
short-term capital loss. The Tax Court 
held for the taxpayer, finding that tax- 
payer was the primary debtor of the 
manufacturer, that taxpayer and _ his 
corporation were in a sense joint ven- 
turers, and that, since the transaction 
was entered into for profit, the loss was 
deductible in full. Horner, 35 TC 231, 
acq., IRB 1961-26. 


Salary based on profits found unreason- 
able. As part of a plan of compensating 
executives, including stockholder-officers, 
taxpayer set aside 60% of its profits after 
a return on invested capital. Weighing 
all of the elements, including compensa- 
tion paid by taxpayer’s competitors in 
the construction business, the court finds 
the paid  officer-stock- 
holders under this formula was in part 


compensation 


unreasonable. It allows about two-thirds 
of the claimed deductions. Irby Con- 
struction Co., Ct. Clms., 6/7/61. 


Redemption to effect a_ significant 
change of control not essentially equiva- 
lent to a dividend. Because of a history 
of sharp and continuing disagreement 
between taxpayer and his son about 
the running of a close corporate busi- 
ness, the court holds a redemption of a 
portion of taxpayer's stock so as to effect 
a transfer of effective control from tax- 
payer to his son is not essentially equiva- 
lent to a dividend under Section 302(b) 
(1), but constitutes a distribution in ex- 
change for the stock. Parker, TCM 1961- 
176. 


Subchapter S corporation doesn’t have 
rents under share-farming lease. ‘Tax- 
payer corporation leased its farms and 
shared with the tenants the furnishing 
of supplies and services. Taxpayer re- 
ceived a percentage of the proceeds from 
the sale of products. Its president super- 
vised the operation of the farms. Tax- 
payer elected not to be taxed as a corpo- 
1372. One 
requisite under this section is that a 


ration under Section pre- 
corporation must not derive more than 
20%, of the gross receipts from rents. 
The IRS rules that the term “rents” does 
not include income realized by a land 
owner (taxpayer) under a share-farming 
arrangement where it participated ma- 
terially in the production of commodi- 
ties. Rev. Rul. 61-112. 
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TAX PRACTITIONERS’ 


‘Shop talk | 


* we 


EDITED BY THEODORE BERGER, LL.B., CPA, & 


BURTON W. KANTER, J.D. 





This ts an informal exchange of ideas, questions, and comments arising in 


everyday tax practice. Readers are invited to write to the editors: Theodore 


Berger and Burton W. Kanter, 209 South LaSalle Street, Chicago 4, Illinois. 


No Section 306(b) (4) rulings 
where holders have control 


[HE SERVICE HAS ISSUED several rulings 
to the effect that, although preferred 
stock issued in qualified reorganization 
constituted Section 306 stock, the ordi- 


nary 


income consequences of Section 
306 would not apply because the dis- 


tribution was not in pursuance of a 


—_— 


one of 
rulings 


plan having tax avoidance as 
its principal purposes. (These 
have been analyzed recentiy in an 
article by one of your editors: Kanter, 
“Voting Preferred Stock Given in ‘B’ 
Reorganization May Be Section 306 
Stock,”” Taxes, February 1961.) 

Che primary concern of the Service 
is to prevent a “bail out” of the earn- 
ings and profits of the corporation being 
acquired. This would in effect occur if 
its shareholders were given common and 
preferred stock of the acquiring com- 
pany and the preferred were to be re- 

} deemed or otherwise disposed of very 
shortly after the acquisition. The Serv- 
ice will consider the facts of each case 

“bail 

taking place. But the two elements with 
which 


to determine whether a out” is 


the Service most concerns itself 
in dealing with requests for ruling in 
this area are (1) the extent of control in 
the acquiring corporation by the share- 
holders of the company being acquired, 
and (2) the existence of any plan for 
redemption shortly after the distribution 
of the stock. 

) Che only definite circumstances under 

the rule 
1) if there is a plan for direct or in- 

direct the preferred 

shortly after the acquisition, or (2) if 


which Service will not 


are: 
redemption of 


the shareholders holding the preferred 
have obtained legal control of the ac- 
quiring company in the transaction, thus 
putting them in a position to effect such 
a redemption. The Service will not rule 
the the 
acquired corporation hold more than 


| favorably if shareholders of 


50% of the stock of the acquiring com- 
pany after the reorganization. It will 
examine all the facts and circumstances 
where there is a lesser percentage of 
ownership. * 


General power of appointment 
in Section 2503(c) trust 


ONE oF ovuR friends recently raised a 
rather interesting possibility involving 
the Section 2503(c) form of trust. As you 
will recall the Section 2503(c) trust is the 
commonly-known “21-year-old” trust 
which was provided for in the 1954 Code 
to allow a gift in trust where the in- 
come is not currently distributable to 
qualify for the $3,000 annual exclusion. 
Such a gift will qualify under Section 
2503(c) provided the income is held for 
the use and benefit of the beneficiary 
and upon his reaching 21, all of the 
trust assets are distributed to him (un- 
less he himself extends the terms of the 
trust). 

Under the final regulations if a gen- 
eral power of appointment is provided 
in the trust, whether or not legally exer- 
cisable by the beneficiary, a gift over in 
default may be made so that in the case 
of the death of the minor before 21 the 
need not 
into the probate estate of the minor. 


remaining trust assets pass 
Previous to the final regulations some 
concern existed as to whether or not this 
might be done if under locai law the 
minor had no capacity to exercise the 
power of appointment either by deed or 
by will. In fact, the proposed regulations 
required that the minor legally must 
exercise this power for it to be effective. 

The possibility raised is that the use 
of such general power of appointment 
may not result in inclusion of the trust 
assets in the deceased minor’s taxable 
estate even though permitting qualifica- 
tion of the gift in trust for the gift tax 
annual Under 


child may not have the legal capacity to 


exclusion. local law a 
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exercise the power of appointment prior 
to reaching a certain age, in some states 
age 18 and in others age 21. For purposes 
of the estate tax, if the deceased child 
had no effective capacity to exercise the 
general power of appointment, the trust 
corpus might not be considered property 
subject to a general power of appoint- 
ment. If Section 2041 relating to powers 
of appointment is not applicable, there 
does not seem to be any other basis for 
inclusion in the gross estate. wr 


Group life assignment 

in California 

Federal estate 
consequences of assigning a group life 
insurance policy in March” (14 JTAX 3), 
writes Alan D. Bonapart, San Francisco 
attorney. “We concerned 
about removing group life insurance 


“You pIscusseD the tax 


have been 
from the gross taxable estate of a high- 
bracket taxpayer. 

10209 of the California 
surance Code provides: 


“Section In- 

the policy shall contain a pro- 
vision that the insurer will issue to the 
employer for delivery to the insured 
employee an individual certificate setting 
forth... 

(b) A provision that if the employ- 
ment terminates for any reason what- 
soever and if the employee applies to 
the insurer within 31 days after such 
termination, paying the premium ap- 
plicable to the class of risk to which he 
belongs and to the form and amount of 
the policy at his then attained age, he 
is entitled, without producing evidence 
of insurability, to the issue by the in- 
surer of an individual life policy in any 
one of the forms, other than term insur- 
ance, customarily issued by the insurer,’ 

me 
tence of this right of the employee to 
elect life 
policy for a limited period of time, a 


may very well be that the exis- 


for himself an individual 
right which may not be taken from him 
by contract or otherwise, is sufficient in- 
cident of ownership. 

“I would be interested in further dis- 
cussion of solutions to the problem of 
how to keep group life insurance out 
of one’s gross taxable estate.” w 


How much is 

“substantially all’ 

THE SO-CALLED “C”’ reorganization (Sec- 
tion 368(a)(1)(C) of the 1954 Code) re- 
quires that “substantially all of the 
properties” of the acquired corporation 
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be acquired solely for voting stock of the 
acquiring company. We understand that 
the Service as a rough rule of thumb 
considers in normal circumstances that 
up to 10% of the liquid assets of the 
acquired company may be held back, if 
the remaining assets comprising all of 
the operating assets of the business are 
transferred. Other circumstances may 
justify holding back more or deny hold- 
ing back as much as this percentage. The 
key point seems to be that a limited 
percentage be held back, but it 
must be of the non-operating assets of 
the business. The operating assets of the 
business in their entirety must pass for 
compliance with the “substantially all” 
test which brings the transaction within 


A 


the definition of a reorganization. w 


can 


Is alternate value affected by 
transfer to revocable trust 


“WE HAVE recently had an estate tax 
problem to which we were unable to 
come up with a solution free of doubt,”’ 
writes George McMillan of the CPA firm 
of Ring, Mahony & Arner, Fort Lauder- 
dale, Florida. ‘“‘We would be much in- 
terested in comments of other practi- 
tioners who may have encountered the 
same problem. 

“Briefly, the situation was as follows: 
a substantial estate was valued at the 
alternate date. Included in the taxable 
estate were assets of a revocable trust. 
The (probate) estate sold to the trust, 
during the year after death, securities 
held at date of death in order to get 
cash into the estate. Query: does such 
a sale amount to a disposition under 
Section 2032 resulting in the property 
being valued as of the date of the sale? 
The executor’s opinion was that, since 
the the 


gross estate, such a sale did not result 


trust assets were includible in 
in the property ceasing to be a part of 
the “gross estate” and therefore did not 
amount to a disposition. Our opinion, 
on the other hand, was that there had 
been such a disposition in view of the 
broad language of Section 2032. How- 
ever, sounding out of Service officials 
and others failed to produce any un- 
animity of opinion and it appears that 
the matter has never been a subject of 
cases or rulings.”’ 

Our first reaction is to agree with Mr. 
McMillan. 


Section 2032 is so broad that it includes 


The term “disposition” in 


even a transfer to a legatee. The concept 
is somewhat like disposition of an in- 
stallment obligation under Section 453 
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(d) which is triggered even by a gift. On 
the other hand, the executor’s opinion 
that it is not a disposition has equity and 
common sense on its side. How do you 
vote? 

In conjunction with Mr. McMillan’s 
letter we wish to call attention to a pri- 
vate letter ruling issued to The North- 
ern Trust Company dealing with a re- 
lated problem under this same section. 

Occasionally intervivos trusts are es- 
tablished to terminate at death with 
the assets to be distributed to the settlor’s 
“estate” or “legal representatives.” The 
problem that arises is whether a trans- 
fer of the trust assets to the estate or 
legal representatives constitutes a “dis- 
tribution, sale, exchange or other dis- 
position” under Section 2032(a) of the 
Code for alternate valuation date pur- 
poses if the distribution is made prior 
to the aniversary date of death. 

Under the ruling issued to The North- 
ern Trust Company, the IRS holds that 
such a transfer does not result in the 
property ceasing to be a part of the 
gross estate and is therefore not a dis- 
tribution or other disposition within 
the meaning of Section 2032(a). 

The theory of the ruling is that the 
transfer of the trust property to the 
executor may be considered as part of 
the assembling of the estate assets for 
the purpose of administration and that 
the trust property becomes an integral 
part of the probate estate and as such 
is subject to the payment of debts, taxes, 
administrative expenses, etc. The Service 
thus considers that the transfer would 
not result in a segregation or separation 
of the property so as to unqualifiedly 
subject the property to the demand or 
the ultimate 
the 
method of valuation is used, the trust 


disposition of “‘distribu- 


tees”. Accordingly, if alternate 


property will be valued without regard 
to the transfer. w 


Land trust for real estate 

may create trap on exchange 
THE LAND TRUST is a real estate device 
which is popular in Illinois, Florida, and 
a few other places. It is a trust under 
which the trustee is to make a convey- 
ance of the property as directed by the 
beneficial owners. The principal reasons 
for using a land trust are to conceal the 
true ownership of the property and to 
obtain limited liability on any mortgage 
on the property without using a corpo- 
ration. Under Section 676 of the Interna! 
Revenue Code, it is a grantor trust and 





is disregarded for most tax purposes, 

The Illinois courts have held that the 
typical land is not a passive trust despite 
the relatively ministerial nature of the 
trustee’s duties. Since the trust is recog- 
nized as such for local law purposes, un- 
der Illinois law the ownership of a 
beneficial interest in a land trust is per- 
sonal property, even though the only 
underlying asset of the trust is real 
estate. 

It has been suggested that the ex- 
change of a beneficial ownership in- 
terest in a land trust, either for another 
piece of real estate or for the beneficial 
ownership interest in another land trust, 
is not a like-kind exchange under Sec- 
tion 1031. The reason for this, accord- 
ing to some, is that in the case of the 
exchange for real estate, the real estate 
received is not “like property” since the 
beneficial interest exchanged is personal 
property. In the case of exchange of 
beneficial interests, the reason is that 
the exchange is of ownership interests 
represented by certificates of beneficial 
interest and these are securities which 
cannot be exchanged under the specific 
provisions of Section 1031. 

In our opinion these conclusions are 
not soundly reasoned. While it is true 
that the land trust interest is personal 
property it does not follow that it can- 
not be part of a like-kind exchange for 
real property. The Regulations (Section 
1.1031-1) make it clear that an exchange 
of a fee in real estate for a leasehold in- 
terest of 30 years or more comes within 
the concept of a like-kind exchange. Yet 
a leasehold interest is generaily regarded 
as personal property for local law pur- 
poses. Moreover, in the case of the land 
trust, the holder of the beneficial inter- 
est can by mere direction obtain title to 
the real estate. 

Also, it does not seem to us that, in 
the usual circumstances, the certificate 
of beneficial interest is a security which 
is being exchanged. It is a piece of paper 
evidencing ownership, but so is a deed 
to real estate. Land trusts are uniformly 
disregarded as tax entities. There are 
rulings which indicate that a land trust 
is not an association taxable as a corpo- 
ration because there is no carrying on 
by the trustee of a business for profit or 
any centralized management authority. 
Although the trust is not a “dry” trust 
under the statute of uses, the duties of 
the trustee are essentially ministerial. In 
substance, the evidence of ownership is 
really another form of ownership of the 
real estate. 


Of cou 
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Of course, substance should prevail in 
deciding on the tax treatment, and if 
the certificates were freely traded and ex- 
changed like securities in the case of a 
land trust which was carrying on busi- 
ness then the result of an exchange 

| might quite properly be different. 
\ well advised taxpayer would not 
get himself into a situation where these 
} problems could be raised. The easy 
and obvious solution is to dissolve the 
trust before the exchange and distribute 
out the property to the beneficial owner, 
who will then be able to make the ex- 
change of the real estate as such. To 
different result when this for- 

not followed seems to exalt 
form over substance. The tax law should 
not be a trap for the unwary, and this 
would be the result if an exchange such 


reach a 


mality is 


' 
as this were taxable because of failure to 


A 


follow a mere formalistic step. w 


| Effect on estate tax of limited 
‘ 

power of appointment 

over insurance 


[AX PLANNERS generally accept the value 
|} in many family situations of utilizing 
income of a trust to carry insurance on 
the life of the trust beneficiary. At least 
wo important tax advantages can be 
ichieved. 
the 
remiums is taxed to the trust, which is 


First, the income used to 


pay 


obably in a lower tax bracket, and yet 
he beneficiary is in effect obtaining the 


present benefit of the income to the 


yextent he would have used the 


same 
funds if distributed to carry insurance 
m his own life. The only difference is 
if the trust beneficiary carried the 
licy himself, he could have designated 


beneficiary of the insurance where- 
s if the trust is the owner, it will gen- 
lly be the beneficiary of the policy. 
Since the trust beneficiary’s successors in 
nterest under the trust will usually be 
descendants, this results in the in- 
nce proceeds passing to them. 
rhe second possible tax advantage 
) arises from the fact that when the trust 
ists beyond the life of the present bene- 
iry-insured, the insurance proceeds 
vould pass to his descendants without 
1yment of any estate tax in his estate. 
Of course, substantially this same ob- 
ctive could have been accomplished by 
naking a distribution from the trust to 
beneficiary and then having the 
eneficiary in turn make a gift of the 
his children who 
the benefi- 


funds distributed to 


would carry insurance on 


ciary’s life payable to themselves. But 
then the income tax saving would be 
lost because the trust beneficiary would 
be taxed on the income distributed. 
Today in the case of trusts, it is ex- 
tremely common to provide the bene- 
ficiary with limited lifetime and testa- 
mentary powers of appointment. This 
adds flexibility and gives the beneficiary 
the opportunity to make tax-free gifts. 
Under Section 2041 a limited power of 
appointment does not generally cause 
the assets subject to the power to be 
included in the estate of the holder of 
the powers. But is this true to the extent 
the trust assets consist of life insurance 
policies? Perhaps the limited power of 
appointment over an insurance policy 
can be regarded as an incident of owner- 
ship in the policy, and thus result in 
inclusion of the proceeds of the policy 
in the estate of the holder of the power 
where he is the insured. vr 


Sale of building 
apart from land 


Grorce McMILLAN, Fort Lauderdale ac- 
countant, raises the question of “whether 
or not (for tax purposes) a building can 
be sold independently of the land it is 
located on. While a building generally 
belongs to the owner of the land, there 
appears to be some opinion to the 
effect that a building can be sold to an- 
other party (generally the lessee) even 
though the land is not transferred and 
that this 
done in areas such as Ohio. Perhaps the 
legality of such a transfer depends on 


we understand is sometimes 


local law; but there is a question at least 
whether the transfer would be recog- 
nized for tax purposes, even if legally 
effective, where the purchaser of the 
building acquires rights not substantially 
different from those of a lessee. 

“Typically the question comes up in 
the case of a lease where the lessor aims 
at obtaining capital gain (under Sec- 
tion 1231) by sale of the building. The 
rights of the purchaser would not ap- 
pear to differ substantially from those of 
a lessee, particularly if the lease is for a 
term longer than the useful life of the 
building or if the purchaser may not 
remove the building. 

“The question also occasionally comes 
up in reverse where a lessor wants to 
sell non-depreciable land but retain title 
to the depreciable improvements. It may 
also arise in the case of a lessee who 
wants to transfer his leasehold; the pur- 


chaser of the leasehold may have to 


Shop talk + 189 


amortize the cost of acquiring the lease- 
hold over the long life of the lease and 
may aim at the shorter write-off over the 
life of the building by allocating the 
larger part of the consideration to pur- 
chase of the building. 

“There have been some cases on the 
situation where a lessee acquires a lease- 
hold involving improvements of a 
shorter useful life than the term of the 
lease. In Cogar, (44 F.2d 554) an as- 
signee of a 99 year lease was held en- 
titled to depreciation on improvements 
erected by the original lessees on the 
ground that “The price paid . . . for the 
lease in no wise represented rental (but) 

consideration for property sold.” 
Donaldson Co., Inc., (12 BTA 271) in- 
volved a purchase by a lessee of legal 
title to a building who was allowed de- 
preciation on the cost of the building, 
however in this case the lessee had the 
right to, and did, demolish the building. 
In various other cases (e.g. Dab, 58-2 
USTC 49599), the acquirer of a lease- 
hold was not allowed to depreciate the 
the facts indicat- 
ed that a substantial part of the total 
attributable to 
provements having a life shorter than 
the lease. Generally these cases did not 


buildings although 


consideration was im- 


involve acquisition of legal title to the 
buildings, however. It is possible that 
the result might have been different if 
the assignee of the lease had acquired 
legal title; on the other hand, if his 
effective rights would not be substantial- 
ly altered by such acquisition, it does not 
seem that the tax effect should turn on 
such a formality. Nor does it appear 
likely that the Service would willingly 
permit a lessor to convert rental income 
into capital gain by the simple device 
of selling the building on the land, if 
the purchaser actually acquires no rights 
substantially different from those of a 
lessee. 

“We would be very much interested 
in comments of other practitioners con- 
cerning whether legally a building can 
be sold separately from the land, and, if 
so, whether, and under what circum- 
stances, it will be recognized as a sale for 
tax purposes.” w 


Tax gimmick ends up 

with suit to void plan 

ONE OF THE TAX gimmicks of a few years 
ago was the use by a corporation of a 
loan to purchase dividend paying stocks. 
(See Pennish, Corporate Purchase of In- 


surance Without Cost, 37 Taxes 583 
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(1959)). Essentially, the idea was that 
if a corporation in the 52% bracket bor- 
rows $1,000,000 at 6% interest and buys 
stocks with a 5% yield, this can result: 
Dividend income ....... $50,000 
Tax on dividends (after 
85% deduction) 3,900 


Dividend income after taxes $46,100 


Interest paid 60,000 
Tax benefit of deduction 
(52%) $1,200 


$28,800 


$17,300 


Cash cost of interest 





Cash profit 





The cash profit on the transaction 


comes only from the “tax swing” be- 


tween the effective 7.8% rate which the 
corporation pays on dividends and the 
52% rate at which the interest is de- 
ducted. 

rhis scheme was widely touted several 
of the 


“Livingstone” cases had been lost in the 


years ago before most so-called 
courts. Several insurance companies had 
developed the plan, and made the loans 
to the corporation. Because of the source 
of the loan the corporation was often 
required to use the cash savings gen- 
erated by the plan to purchase life in- 
surance on its officers. 

the 


A suit been filed in 


Circuit Court of Cook County, Illinois 


has just 


(Chicago) wherein a corporation which 
became involved in one of these plans is 
now trying to get out of the deal, and 
is also asking damages against the other 
party. While the reasons for bringing 
the suit are not revealed in the plead- 
ings, it is our understanding that the 
corporation’s disenchantment arose be- 
cause it ran into loss years and was not 
able to get any tax benefit for the deduc- 
tions, but was actually out-of-pocket. It 
may also be that the corporation wants 
to share in the benefit of the A.T.&T. 
rights accruing to the stock (used in this 
instance to carry out the plan) in the 
interim. 

It now appears that the lending party 
handled the transaction very much as in 
the so-called “Livingstone” deals. Sup- 
posedly, the corporation was purchasing 
$1,000,000 ALi Be oT. Stock: 
However, the stock which was purchased 


worth of 


by the corporation with borrowed funds 
with the A. T. & T. 


was used by the lender to cover against 


stock as collateral, 


a short sale that it had previously made, 
no stock was ever held as col- 
The 


so that 


lateral. so-called “dividend” dis- 
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tributions to the corporation apparently 
were just a rebate of part of the interest 
wihch the corporation paid to the lender. 

The corporation’s complaint in this 
case alleged fraud in that it had assumed 
the lender was going to hold on to the 
collateral. Interestingly, the lenders and 
the insurance agent who negotiated the 
deal defended in their answer by ad- 
mitting that the whole purpose of the 
transaction was to avoid taxes. They 
say the transaction had no real business 
purpose, and that the plaintiff by en- 
gaging in such a transaction comes into 
court with “unclean hands”. They allege 
that none of the participants in the 
transaction contemplated that 
A.T.&T. stock would be returned. 

To avoid the risk of market fluctua- 
tions in a transaction of this type, sev- 


the 


eral provisions are necessary. The corpo- 
ration in this case avoided the risk of 
the stock declining by a provision in the 
loan agreement which permits it to 
satisfy its loan by delivering the col- 
lateral to the lender, that is, the loan 
is a loan. The lending 
company, ideally, should acquire a put 
from an outsider which permits it to 
sell the stock at a price equal to the 
amount of the loan. If the transaction 
had been carried out in its pure form, 
with a continuous holding of the stock 
as collateral, the transaction might hold 
up for tax purposes even though market 
risks had been eliminated. Unfortunate- 
ly, the cost of a put to protect against 
market risk would be prohibitive, and so 
it is inevitable that the parties will re- 
sort to artifices such as this. As a result, 
the transaction can hardly be distin- 
guished from the “Livingstone” type of 


non-recourse 


Treasury bond deals. 


Is lease treated like mortgage 
in like-kind exchange? 


that this 
column has been helpful to a reader. 


Shortly after the July column appeared, 


Ir IS ALWAYS NICE to know 


we received a call from a lawyer about 
the item relating to leases which are 
treated as purchases for tax purposes. 
In that item, we noted a ruling to the 
effect that an acquisition of a building 
the a lease would be 


under form of 


" as a pur- 
chase of the building and that the lessee 
would be considered the owner. Thus, 


the lessee was able to avoid showing a 


treated ‘‘for all tax purposes’ 


mortgage on its balance sheet but none- 
theless could take accelerated deprecia- 
tion deductions as an owner. 


Our reader called to ask if when we 
said that the lessee would be treated as 
the owner “for all tax purposes” we really 
meant all. This was his situation: His 
client, who was lessee of some equipment 
under a lease-purchase type of agree. 
ment, was going to enter into an ex. 
change. The client thought the exchange 


would be a like-kind exchange, tax-free 


under Section 1031. However, upon 
reading the item in our column it oc- 
curred to our reader that, if the lessee 
was considered the owner of the prop- 
erty for all tax purposes, the obligation 
under the lease would be indebtedness 
to which the property was subject. Since 
such indebtedness is considered the 
equivalent of cash received in the ex- 
change, gain would be recognized to the 
extent that the lease obligations on the 
property exchanged exceeded the obliga- 
tions or other indebtedness to which the 
property received on the exchange was 
subject. w 


Is trust created under power of 
appointment a grantor trust? 


Epwarp W. Rortue, of Hopkins, Sutter, 
Owen, Mulroy & Wentz of Chicago, for- 
merly of the Trial Section of the Justice 
Department Tax Division, offers this re- 
action to the question of whether the 
creation of a second trust under a power 
of appointment may subject the grantor 
of the original trust, who is the bene- 
ficiary of the second trust, to tax on 
the income of the second trust, even if 
it is accumulated rather than distributed. 

“First of all, the fact situation posed 
in your column did not indicate whether 
the father had a limited testamentary or 
intervivos power of appointment. How- 
ever, from the facts I would gather that 
it was a power which could be exercised 
either during the father’s life or at his 
Thus, the father 
as to the 
the trust during his life, you are correct 


death. since has an 


adverse interest income of 
in concluding that current income would 
not be taxable to the son under Section 
676. However, the father has no adverse 
interest with respect to the power to ap- 
point corpus by will. Thus, the Treasury 
(questionably, I believe) would take the 
position that any capital gain realized 
by the trust during the father’s life is 
taxable to the son as income which is 
for the benefit of the 
grantor under Section 677. See Regula- 
tions, Section 1.672(a)-1(c). 

“Although 


accumulated 


not mentioned in your 


column, perhaps it should be pointed 
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out that the son is not taxable on the 
income of the trust established for his 
father under Section 674 (power in the 
hands of a non-adverse party to control 
beneficial enjoyment of corpus) because 
the father has a testamentary power of 
appointment. See Section 674(b)(3). 
“Thus, although the father has a 
limited and testamentary 
power of appointment, of which the son 


intervivos 


is a potential beneficiary, I see nothing 
that would render the son taxable on 
the income of the first trust, except pos- 
sibly to the extent of capital gains, as 
indicated above. 

“You: then pose the situation where 
testamentary 
power to create a second trust with the 


the father exercises his 


son as discretionary income beneficiary. 
I think there is considerable doubt as to 
whether or not the scope of the father’s 
power, as phrased in your hypothetical, 
is such as to permit him to create a trust 
with respect to the corpus, rather than 
appoint the corpus outright. This pre- 
sents a question of the son’s intent in 
establishing the power and obviously 
would depend on the particular facts in- 
volved. See Scott on Trusts, Section 
17.2. 

“It seems to be the rule that if the 
holder of a general power of appoint- 
ment exercises it by creating a trust, 
he (not the donor of the power) is con- 
sidered to be the settlor of the trust; 
however, if the power is a special one 
(i.e., limited as to the persons who may 
benefit from the exercise of the power), 
the donor of the power is considered the 
settlor of any trust created through the 
exercise of the power. See Scott on 
Trusts, Section 17.2. Thus, if the father 
is able to create a second trust, rather 
than. appoint the property outright, for 
most trust law purposes, the son would 
be considered the settlor of the second 
trust. However, the provisions of the In- 
ternal Revenue Code relating to grantor 
trusts (Sections 671-677) are specific and 
are not necessarily coordinated with 
trust law concepts. The purpose of those 
sections is to reach situations in which a 
grantor has not relinquished all of his 
interest in or power over trust property. 
In the case you pose, the son relinquish- 
ed all control over the trust property 
except the possibility that his father 
might choose to return all or part of 
the corpus to him as an object of the 
exercise of the limited power of ap- 
pointment. However, as indicated above, 
that possibility is not sufficient to cause 
the son to be taxed on the income of 


the first trust under the provisions of 
Section 674(b)(3), and if this is the case 
it is difficult to see why the exercise of 
the power by the father in creating the 
second trust for the son as beneficiary 
should entail adverse tax consequences 
for the son. The son’s interest in the 
second trust is traceable directly to the 
father’s independent testamentary dispo- 
sition; the father could just as well have 
named his other descendants and ex- 
cluded the son. 

“Thus the purpose and logic of Sec- 
tions 671-677 lead me to believe that, re- 
gardless of trust law concepts, the son 
should not be taxable on the accumu- 
lated income of the second trust. 

“What said 
taken to imply that there is no possible 
danger in the hypothetical set up. Sec- 
tion 677 says: 

‘The grantor shall be treated as the 
owner of any portion of a trust, whether 
or not he is treated as such owner in 
Section 674, whose income without the 
approval or consent of any adverse party 


I have should not be 


in the discretion of . .. a non-ad- 
verse party .. 
(1) Distributed to the grantor... 
“A literal reading of this section might 
lead a curious agent to take the position 
that the son is the grantor of the second 


. may be— 


trust under trust law concepts and the 
income may be distributed to him in 
the discretion of the trustee of the 
second trust (who, I am assuming, is not 
an adverse party), thus rendering the 
son taxable on the portion of income 
not distributed to him. However, I do 
not think such a result was ever intend- 
ed when Section 677 was enacted; the 
son did not grant a discretionary power 
to distribute income to himself except 
by virtue of the operation of a power 
of appointment and trust law concepts 
which were evolved to meet entirely 
different problems than are dealt with 
in the Internal Revenue Code.” Ww 


Financed insurance proceeds 
tax exempt 


Way BACK in May 1960, Mr. A. W., a 


Houston, counselor 


asked whether insurance transferred to 


Texas, insurance 
a wife and held as collateral security on 
a minimum deposit or bank finance 
plan would be treated at the death of 
the insured as a transfer for valuable 


consideration to the beneficiary (wife). 
The case of Grace R. Maxen Hall, 12 
TC 419 (1949) was cited to support his 
view that it might be taxable. 
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Now Willis Schanter of Kansas City 
writes: ‘““The court held in the Hall 
case that the portion of the proceeds at- 
tributable to the payment of the loans 
was only exempt to the extent of the 
amounts paid by the wife. The remain- 
der of the proceeds were exempt under 
the proceeds at death rule. The wife, 
interest in the 
policies, that is she was the designated 
beneficiary as to part of the proceeds and 
a transferee of a beneficial interest (the 
insurance company’s and the bank’s) for 
a_ valuable 


therefore, had a dual 


consideration in the re- 
mainder of the proceeds. Thus, in a 
situation where one of two joint bene- 
ficiaries buys out the interest of the 
other, half of the proceeds would be fully 
exempt and the other half would only 
be exempt to the extent of the consid- 
eration paid to the joint beneficiary plus 
any subsequent premiums. Therefore, in 
a loan situation, such as the one that Mr. 
A. W. the full 
proceeds of insurance paid to the wife 


poses, amount of the 
would not be subject to income tax— 
only that portion attributable to the 
loan would be taxable. It would seem 
that if $10,000 death proceeds were paid 
to the wife, with an outstanding loan of 
$1,000, that $9,000 would be tax-free, 
and $1,000 would be considered paid by 
reason of a valuable consideration. How- 
ever, there still would be no tax on the 
$1,000 since this would be the considera- 
tion paid for that part of the policy 
which would be considered transferred 
for a valuable consideration. Therefore, 
the $10,000 would be received income 
tax free.” 

What do you think of Mr. Shanter’s 
analysis? w 
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TAX ACCOUNTANT — attorney BS ac- 
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CUMULATIVE INDEX 


This index includes material published in The Journal of Taxation 
in recent months, plus major books and pamphlets currently useful. 
Average length of cumulation of listing is six months, though older 
items will be retained if they are the most recent significant discus- 


sion of that subject. 


ACCOUNTING—BOOKS 

Oehler C, Lawyers Accountiny Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 


turns, Callaghan & Co. (Chicago, 
1969) $20. 

Wriggins J C & G B Gordon, Repairs 
va. Capital Expenditures, Ronald 


Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 
taxpayer's arguments and court’s find- 
ings 


ACCOUNTING—ARTICLES 


Administration’s “secret” tax credit 
stirs protests, 14JTAX299, May6l. 
CLE’s books on taxes are best sellers, 

14JTAX207, Apr61. 

Estimated expense deductions, Mil- 
waukee & Suburban decision may lead 
to new concept of, Thomas J. Don- 
nelly, Jr., 14JTAX204, Apr61. 

IRS drive on improper inventory prac- 
tice foreseen; consistency best de- 
fense, Nicholas T. DeLeoleos, 15JTAX 
22, July61. 

IRS rule on ratable accrual of double 
local tax protested, 14JTAX295, May 
61 


Kennedy’s proposed credit for new plant 
raises storm in Congress, 14JTAX334, 
June61. 

Lease or purchase? Courts more sympa- 
thetic to taxpayer than IRS; rules con- 
fused, William J. Schwanbeck, 15 
JTAX113, Augé6l. 

Liro Regs. please accountants, 
value, 14JTAX163, Mar61. 
Mills proposes new tests for carrying 
losses through changes of ownership, 
Lawrence J. Lee, 14JTAX296, May61. 
Overhead expenses, many can be cut 
from inventory for tax purposes, Al- 
bert J. Bows, 14JTAX164, Mar61. 
Serious tax trap exists in recovery of 
wrongfully withheld profits, Mitchel 

J. Ezer, 1AJTAX328, June61. 

Small loan companies ask new handling 
of precomputation and PHC exemp- 
tion, L. J. Styskal & J. E. Newton, 
14JTAX300, May61. 

Though tax-saving is only motive, in- 
terest is deductible, IRS concedes, 
John M. Doukas, 14JTAX292, May61. 

When a lease is held to be a purchase, 
can you then elect fast depreciation? 
Alan Prigal, 14JTAX332, June61. 

COMPENSATION—BOOKS 

Gordon G B, Profit Sharing in Rusines» 
and Estate Planning. A_ study of 


profit-sharing from the viewpoint of 
employer 


dollar- 


and employee. covering 
benefits, kinds of plans, financial. 
legal and tax problems. Farnsworth 
Publishing Co.. Ine. $3.50. 

Rice L L, Basie Pension and Profit 
Sharing Plans, Committee on Con 
tinuing Legal Education (Philadel 
phia, 1957) 148pp, $3.00 


COMPENSATION—ARTICLES 
Berckmans opens 
compensating 


attractive vistas for 
underwriters, Richard 


M. Meyer, 15JTAX19, July61. 
Charities get less than 1° of firms’ 
pretax income, 15JTAX99, Aug.61. 


Contribute property to your employees’ 
trust? It has great tax advantage, by 
Harold W. Chatterton, 14JTAX322, 


June61. 
How selective can a pension or profit- 
sharing plan be? A guide to IRS 


policy, R. Sullivan, 15JTAX97, Aug61. 

Planners find trusts for executives’ 
death benefit save estate taxes, 14 
JTAX326, June6l. 

What treatment for non-employee stock 
options? Underwriters’ position diffi- 
cult, Arthur Fleischer, Jr., & Richard 
M. Meyer, 14JTAX274, May61. 

CORPORATIONS—ARTICLES 

Acquisitions and qualified plans; studies 
on corporate take-overs, William T. 
Harrison, 15J TAX36, July61. 

Boot makes B reorganization impossible 
gays CA-9; Turnbow conflicts with 


CA-7. Burton W. Kanter. 14JTAX222, 
Apr61. 

Commissioner attacks section 337 liqui- 
dations, 14JTAX352, June61. 

Compensation or dividend? How the IRS 
is currently handling salaries and 
fringe benefits of stockholder-execu- 
tives (nine reports), 14JTAX194, 
Apré61. 

Compensation: Don’t forget that past 
services can justify a high salary 

Warren C. Seieroe, 14JTAX195, 


Compensation: Home entertainment and 
other fringes the IRS is very strict 
about, Andrew Kopperud, 14JTAX 
199, Apré6é1. 

Compensation: IRS and taxpayers both 

nd it hard to get evidence of com- 
parable salaries, Harold H. Hart, 14 
JTAX197, Apré61. 

Compensation: IRS compromising salary 
cases by threat of pension contribu- 
tion disallowance, Lester M. Ponder, 
14JTAX197, Apr61. 

Compensation: Some IRS districts are 
very active in contesting salary, T&E, 
and surplus, Joseph E. Tansill, 14 
JTAX201, Apr61. 

Compensation. Taxpayer’s best policy 
is to fight an unreasonable salary dis- 
allowance, Louis Meldman, 14 
JTAX198, Apr61. 

Compensation: Valuing noncash fringes: 
care and ingenuity reward the tax- 
payer, Thomas J. Donnelly, Jr., 14 
JTAX202, Aprs!. 

Compensation: What is disallowed sal- 
ary—dividend, gift, or simply non- 
deductible expense? Richard D. Hob- 
bet & J. Bruce Donaldson, 14JTAX 
196, Apré1. 

Compensation: When T&E is disallowed 
to the corporation, what happens then 
to the employee? Everett C. Johnson, 
14JTAX200, Apr61. 

Could a corporation pay cash dividends 
to small holders, stock to larger? 15 
JTAX68, Aug61. 

Despite 306, preferred stock is still very 
useful in corporate tax planning, P. 
F. Schwaighart, Jr., 14JTAX348, 
June 61. 

Evasion, proposed 269 Regulations list 
transactions indicating, 14JTAX227, 
Apr61. 

44,000 small businesses elect Subchapter 
S, 15JTAX68, Aug61. 

Handle expenses, fractional shares, 
escrows, in reorganization with great 
eare, Stanley I. Rubenfeld, 15JTAX66, 
Aug61. 

Loss carryovers, proposed 382 Regula- 
tions take some doubtful positions on, 
Paul A. Teschner, 14JTAX130, Mar61. 

Multiple corporations face disaster un- 
less they have business purpose, Sher- 
win P. Simmons, 15 JTAX 32, July 
61. 

Solely-for-voting-stock test clouds prac- 
tical mergers by C_ reorganizations 
Thomas J. Henry, 14TAX266, May61. 

Tax Court says loans to stockholder do 
not give rise to taxable income, James 
T. Wilkes, Jr., 1AJTAX351, June61. 


ESTATES, TRUSTS G GIFTS—BOOKS 


Keveridge J W, Beveridge Law of Ved- 
eral katate and Gift Tasation, Cal 
laghan & Co., (Chicaye, 1956-58) 
1544pp. $60.00 

Herr opens way to exclusion for minor’s 
income interest in short-term trust, 
Edward N. Polisher & Bennett L. 
Aaron, 15JTAX41, July61. 

Kennedy L W, Federal tneome Taratin 


of Truate and Eatates, Little. Brow? 


& Co., (Boston, 1948) with 19523 an 
plement. 837pp. $20.00. This is th- 
text on the subject; therough, com 
prehensive. 

Lasser Institute J K. How to Save 
Estate and Gift Tares, American 


Research Council. Inc., 35.95. 

Lasser Institute J K, 5% New Ilana For 
Saving Estate and Gift Ta.res, Ameri- 
ean Research Council, Inc. (Larch- 
mont, N. Y.) $5.95. 

Lasser Institute J K, Estate Tax Tech- 


niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Eatate and 
Gift Tazes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Taxation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Nossaman W L, Trust Adminiatrati. 
and Taxation, Matthew Render & Co 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson RL & Gradishar RL. Saving In- 
come Tazex by Short Term Truate 
Prentice-Hall, (Englewood Cliffs 
1956) 2038pp. $7.50. Exposition o% 
Code: examples. 

“Remainder to charity’”’ will may lose 
tax exemption if mutual funds used, 
15JTAX43, July 61. 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Trachtman J, Estate Planning, Prac- 


ticing Law Institute (New York, 
1959) 178pp, $2.50 
Wormser R A, Wormaer’s Guide to 


Eatate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 


ESTATES, TRUSTS G GIFTS—ARTICLES 

Administration proposals to limit for- 
eign-situs trusts raise questions, David 
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